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Tre IAS STUDENT 


Particularly in the field of adult education, a school 
is dependent for its good name upon the accomplish- 
ments of its students. 





© We are proud of the continuing success of thousands 
of LAS students both in business and in public account- 
ing practice. The chief purpose of this message is to 
acknowledge their achievements* with respect and 
appreciation, 





e IAS students in general are exceptionally well quali- 
fied to pursue effectively a study program designed for 
adult education. They are mature; a recent survey 
showed an age range of 18 to 59, an average of 
31 years. Most are married and hold responsible 
office jobs, 


e Many are college graduates; 7,516 college graduates 
enrolled with LAS during the five years 1949-53. 













e The very fact that a man has completed a compre- 
hensive home study course indicates ambition, self- 
reliance, willingness to work hard, and self-discipline. 
Sincerity of purpose is clearly demonstrated in that 
each student pays his own fee. 


© Qualities like these are not common today. That 
IAS men and women students possess them to a 
marked degree helps to explain why so many of our 
former students are found among the leading account- ' 
ants throughout the United States and Canada. 





*For one example, more than 2,200 of those who passed ; 
CPA examinations during the five years 1949-53 had ob- 
tained all or a part of their accounting training from LAS. 

The school’s 24-page cata- 

logue, 1954 edition, isavailable @ 

free upon request. Address 


your Card gy letter to the Sec. WerP PN ATIONAL ACCOUNTANTS SOCIETY, INC. 
A Correspondence School Since 1903 


209 WEST JACKSON BOULEVARD * CHICAGO 6, ILLINOIS 
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National has important news for 
business everywhere! The dupli- 
cate copics you sec above were 
made without carbon paper! 
This is made possible by use of a 
special paper developed by the 
research laboratories of The Na- 
tional Cash Register Company. 
It is called “NCR Paper” (No 
Carbon Required). NCR Paper 
puts an end to irksome handling 
of carbon paper — inserting, re- 
moving, storing. 


Saves Time, Avoids 
Smuddes. Faster. Can't 
smudge copies or fingers. Making 
multiple records is now as easy as 
picking up 3, 4, (or more) forms 


» 
arbon | Lequired 


from a stack and inserting them 
in a typewriter or business ma- 
chine. And NCR Paper provides 
exactly the same advantages 
when making copies by hand 
(receipts, sales slips, guest checks, 
etc.). 

Better Copies. When forms 
are placed together and written 
on by typewriter, business 
machine, or by hand — clear, 
clean copies are made without 
carbon paper. 

Ends Carbon Paper 
Disposal. With NCR Paper, 
troublesome removal and dis- 
posal of used carbon sheets are 
avoided. 


THE NATIONAL CASH REGISTER COMPANY, varTON 9, onio 


949 OFFICES IN 94 COUNTRIES 





Makes Copies (without Carbon! 


Try the new NCR Paper and be 
amazed at the new ease, sim- 
plicity, cleanliness and time- 
saving it brings to multiple 
copying 

Contact your local business forms 
printer for NCR Paper or your 
nearby National representative — or 
write to The National Cash Reg- 
ister Co., Dayton 9, Ohio. 
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PRICE-LESS 
ADVERTISING 


Oddly enough, one of your bank’s 
most powerful forms of advertising 
doesn't cost it a cent. We refer to 
word-of-mouth advertising ...when 
a customer recommends your bank 
to a friend, a new neighbor or a 
new business acquaintance. One 
sure way to please both old and 
new customers is to provide them 
with checks lithographed on La 
Monte Safety Papers. The high 
quality of these fine papers is a 
subtle, unspoken compliment to 
your customer ...and one that 
will not go unnoticed by him. If 
you have not yet tried La Monte 
Safety Papers, samples may be ob- 
tained from your lithographer or 
from us direct. 


GEORGE LA MONTE & SON 


NUTLEY + NEW JERSEY 
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Whatever your needs 





IBM offers the only complete line of electronic 
accounting machines, utilizing all proved systems 
of data recording and processing. 

In virtually every field—from engineering calcu- 
lation and scientific research to business account- 
ing—IBM machines are helping speed progress. 

There’s an IBM electronic data processing ma- 
chine to fit your particular needs—and budget. 
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THE PRESIDENT’S PAGE 


HIRTEEN years ago a handful of men, with vision and drive, 

launched a vehicle—Tue Instirute or INTERNAL Auprrors—for 
promoting an exchange of ideas and information among internal audi- 
tors, and for developing and improving the concepts and techniques of 
internal auditing, to the end that this staff function would generally be 
recognized as one of the necessary, important and constructive control 
segments of a progressive business organization. 


Ample proof that the idea was well conceived was quickly evident 
from the enthusiastic response received from auditors associated with 
forward-looking business concerns located in our chief industrial centers, 
as well as the support received from public accounting firms who recog- 
nized the value of internal auditing in their client’s organizations. With- 
in five years our InstrruTE had more than one thousand members and 
fifteen chapters in the United States and Canada. 


Some philosopher observed that “all progress starts from vision.” 
Our experience gives credence to this statement. From its inception, our 
INsTITUTE has enjoyed steady progress as measured by yearly increases 
in membership and number of chapters. Today we have more than 
three ect, members and we take pride in the fact that our Inst1 
TUTE has taken on an international complexion with chapters in Eng 
land, Scandinavia, the Philippines, Australia and Venezuela. 


We are well aware that our real success cannot be measured by 
membership increases; this can come only through merited recognition 
—recognition by the public that we have attained true professional 
stature and, more important, a general recognition by company man 
agement, based on actual performance, that we possess the foand busi- 
ness sense, flexibility and human understanding, as well as the tech- 
nical ability, to handle a wide scope of ictateal auditing assignments 
with intelligence, competence and profit. 


Although the road to our ultimate goal is long and arduous, we 
have made considerable headway in the right direction. For the long 
ull still ahead, I suggest that most of us must keep plugging along 
»y constantly improving the product of our endeavors and by gradually 
extending the scope of our activities. 


—Henry Davipson. 








HOW TO ASSIST MANAGEMENT TO 
INCREASED PROFITS THROUGH 
INTERNAL AUDITING’ 


By WILLIAM J. LEHMANN 
General Auditor, Lockheed Aircraft Corporation 





Our Institute theme for the current year is internal auditing for 
profit. With this in mind the author defines the scope and function of 
internal auditing in terms of the “protective” and “constructive” aspects 
of internal auditing, stressing the “audit” of non-accounting functions 
of a business. This is the area which, the author contends, affords the 
most opportunities for the internal auditor to render management ser- 
vices. Drawing upon his experiences in his own company the author 
outlines an audit program which translates the INst1ruTE’s theme into 
action. 


O be successful in business you must make a profit. The successful 

business manager will always carefully weigh the various activi- 
ties under his control with this thought in mind. He will ask himself 
“Are all of these activities profitable?” If he finds that some are not, he 
will ask himself “How can I make them profitable?” If he is fortunate 
enough to be in the position where all the activities under his control 
are doing well, he will ask himself “Can I make them more profitable?” 


You may be sure that the management of your company will view 
the activities of the auditing department in the same light. The officers 
will ask themselves “Are these activities profitable?” “How can they be 
made more profitable?” At some time or another they may even ask 
“Why have an auditing department unless the benefits equal or exceed 
costs?” “Just how can the costs be reduced or the benefits be increased?” 
You may be sure that your management considers these matters from 
time to time. If it views your operations in this light, it is fairly obvious 
that you should also do so. If you expect to receive more recognition in 
your organization and to improve your stature it behooves you to give 
earnest consideration to ways which may make the activities you are 
performing more profitable. The action you take with respect to such 
matters may establish your future in your organization. 


*Delivered at Fifth Annual Pacific Coast Regional Conference. 
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“Just how do we go about auditing for profit? What do we have 
to do to insure that our activities are profitable?” To help answer these 
questions we might first look at the Statement of Responsibilities of the 
Internal Auditor, which reads: “Internal Auditing is the independent 
appraisal activity within an organization for the review of the account- 
ing, financial, and other operations as a basis for protective and con- 
structive service to management.” It will be noted that two services are 
mentioned—protective and constructive. Both are equally important. 
However, some internal auditors spend most of their time providing pro- 
tective service to the exclusion of constructive service. I do not for one 
moment wish to deprecate the value of protective service. It is one of 
the auditor’s principal duties to see that assets are properly protected. If 
someone runs off with cash or securities, or steals some of the inventories 
or other property, management is likely to ask the internal auditor 
“Just where were you when all this was going on?” The internal auditor 
must continue to be sure that internal controls are effective and that 
the company is protected against theft or fraud or other form of irreg- 
ularity. 

Protective service should be classified as a service important in the 
making of profit as there may be no profit if assets are frittered away, 
wasted or stolen. However, it is so difficult to evaluate such services that 
management is sometimes inclined to undervalue them. For example, 
protective work in some respects may be likened to the policeman walk- 
ing his beat or driving around in his patrol car. If no one in the neigh- 
borhood has been robbed for quite a number of years, some may say, 
“It’s just a waste of time and good money to have the police riding 
around and doing nothing.” While such thinking is not very logical, 
just how does one measure the policeman’s value as far as the protec- 
tion of property is concerned? Only in the event he catches a couple of 
bandits redhanded, coming out of a bank with the loot in their hands 
can it actually be determined how much was saved by the policeman 
being on the job. Thus, one can conclude, with respect to protective ser- 
vice, that it is highly essential, but that its value to the company is 
difficult to measure. 


This being the case, the internal auditor must make the most of his 
other class of service to management—constructive service. This might 
be defined as the service which leads directly to the reduction of costs 
or to an increase in revenue, thereby increasing profits. This does not 
mean that it will be necessary for the internal auditor to engage in 
systems work. It is the internal auditor’s job merely to point out things 
that require corrective action and make whatever suggestions occur to 
him and to have others do the systems work. For example, suppose you 
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find that the clerical work supporting bills to customers has been per- 
formed inaccurately. You can point out that your company is losing 
money every month because of the sloppy clerical work. However, if it 
is important enough, you may suggest that all such clerical work should 
be checked by someone other than the person performing it; or perhaps 
that it should be checked on a test check basis. However, if systems work 
is involved, someone else should do it and the internal auditor should be 
content to see that the new procedures seem likely to cure the unsatis- 
factory conditions found. 


How can you supply constructive service to management? How 
can this best be done? In attempting to do this it is imperative that the 
internal auditor approach his work in the right way; that he attain a 
management viewpoint. He must think like a manager. This may 
sound a little trite. But upon a little reflection, I think you will agree 
that it is exactly what he has to do. And how does he do this? Just try 
to put yourself in the manager’s place and try to determine what you 
would have the auditors do if you were the manager. 


If you are working with cash, what would the manager like to 
know about cash? He wants to know whether all the cash has been 
accounted for, that the amount on hand is correctly reflected in the 
financial statements, and that the system of internal control precludes, 
as far as possible, fraud or embezzlement. What else does he want to 
know? Ordinarily cash is a rather scarce commodity, and he never 
seems to have quite enough of it, so the manager probably wants to 
know whether everything is being done to shorten the cycle, beginning 
with its disbursement for wages or goods and ending with its return to 
the bank account after the goods or services have been delivered to cus- 
tomers. Some of the things the auditor might look into along this line 
are — does the company spend its money before it is necessary? In 
other words, has it bought its materials before it really needs them? 
Is work done sooner than necessary? The auditor might also look into 
the problem of billing. Is the company billing promptly enough? It is 
obvious that the company cannot expect to be paid before it sends the 
customer a bill. Perhaps the company’s collection efforts are ineffectual 
and it does not have the cash returned as soon as it should. These are 
some of the things that a manager would like to know about cash. Per- 


WILLIAM J. LEHMANN is General Auditor for Lockheed Aircraft Corpora- 
tion where he has responsibility for internal auditing at their several divisions. He 
has served 13 years with that company, nearly all in the auditing department in sev- 
eral supervisory positions. Prior to his present affiliation, he served as a comptroller 
and treasurer of a small corporation and was in the field of public accounting for 14 
years. 

Mr. Lehmann was a charter member of the Los Angeles chapter and served as 
chapter president for the year 1946-1947. 
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haps it is possible, by improving cash turnover, to reduce bank loans 
somewhat, making a saving in interest. 


What would a manager want to look at and know about accounts 
receivable? He would want to know that the accounts receivable are all 
bona fide accounts and are likely to be collected. In addition, however, 
he probably would want to know something about customer relations— 
do the customers seem to be satisfied? Do they have many complaints? 
Does the company make many mistakes which have to be rectified later 
and which may be the cause of dissatisfaction among the customers? 
A careful review of correspondence with customers will disclose many 
of these things. Does the company reply promptly to customer com- 
plaints? Is it always courteous to them? Perhaps the company has spent 
a lot of money in advertising and selling effort to attract customers. The 
company certainly wants to be sure that the accounting and office people 
aren't losing customers which have been so costly to obtain. The man- 
ager should certainly be interested in customer relations. 


What would the manager like to know about the inventories? He 
would like to know whether or not the value of inventories is correctly 
reflected in the financial statements. He would probably want to know 
if the physical inventory has been properly taken, priced and extended. 
As a competent manager, he would like to know much more than this. 
If there are substantial amounts of obsolete and surplus material in the 
inventory, he certainly wants to know about it. Further, he would prob- 
ably want to know, as far as possible, why the company has surplus 
and obsolete materials in the inventory. Perhaps the procurement 
methods need tightening up. If buyers are buying on the basis of maxi- 
mums and minimums, perhaps these need to be reviewed and revised. 
In some cases the company may be buying too much material at one 
time. In others, it may be buying such small amounts each time that it 
has to reorder too many times, with the consequent expense of a num- 
ber of purchase orders, receipts, invoices to be processed, and the like. 
The manager certainly will be interested in the amount invested in 
inventories. Is it too much? Can it possibly be reduced? Can a better 
rate of inventory turnover be obtained? If the company can reduce its 
investment in inventories, it can reduce the cost of interest, taxes, and 
insurance. Perhaps it is buying goods sooner than needed. Or the reverse 
may be true. Do shipments come in by express or other expensive means 
of transportation? Does the company have the necessary materials in 
the inventory promptly enough? If the auditor can investigate these 
matters at frequent intervals management can take steps to prevent the 
recurrence of defects. It is obvious that the way to save money in inven- 
tories is never to buy anything you really don’t need. 
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Another example is one of the expense accounts—repairs and main- 
tenance. Ordinarily, in reviewing this account the auditor makes an 
analysis to determine whether all of the items were properly classified 
between capital and expense. He also makes comparisons between ex- 
penses incurred in each month or at longer intervals and investigates 
variances from the normal amount incurred each month. The manager 
might be interested, in addition to these things, in matters of quite a 
different nature. For instance, he might want to know the policy the 
company is pursuing with respect to repairs. Is it worthwhile to estab- 
lish a system of preventive maintenance in contrast with making repairs 
as they are required? Perhaps management should investigate the pos- 
sibility of keeping a record of the repairs and maintenance incurred in 
connection with each major piece of equipment. Such a record will per- 
mit the manager to determine when it is advisable to buy new equip- 
ment to replace the old, as the repairs on the old equipment may be so 
heavy that it is no longer economical to keep it. 


Although the internal auditing program may consist entirely of re- 
views of accounting records, nevertheless if you use management think- 
ing and keep management's viewpoint in mind, you can not only do a 
better job but also one which will help management to decrease losses 
or increase profits. The real opportunity to assist management lies in 
the very green fields outside of the accounting and finance organiza- 
tion. These fields vary from company to company. They will be entire- 
ly different in the insurance company from in the bank—different in 
the hotel from the manufacturing organization. But in all of them there 
are numerous opportunities for the auditor to be of assistance to his 
management in increasing profits. 


At this point you may well ask “Just what kinds of activities should 
be audited?” The answer is: Any activity in the company where records 
and reports are used as a basis in furnishing information to manage- 
ment. Some which might be reviewed or examined are industrial rela- 
tions, plant engineering, material control, purchasing, receiving, traffic 
and transportation, production control, and inspection activities. 


At this point it might be said that internal auditors just don’t know 
enough about these various activities to make an intelligent appraisal 
or to be of assistance to management. With this I disagree radically. 
The internal auditor is not expected to be an expert in all of these fields. 
However, he is an expert in some of the techniques which will permit 
him to make a satisfactory appraisal of these activities and to be of real 
assistance to management. I am suggesting that he review the activities 
of any organization in the company which prepares, processes or files 
documents, keeps records or prepares any reports for management's use. 
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This is a big order. In my company I imagine three times as many 
people outside of the accounting department are engaged in some kind 
of clerical activity as there are within the accounting departments. 
Should he audit the work of one-quarter of these people merely because 
they happen to be in accounting departments and skip the remainder? 


I do not think he should. 


When the auditor starts to make an examination of any of these 
activities he will find that each of them prepares reports upon which the 
management relies for information so that it can manage the business 
properly. It is very important that these reports be timely, accurate and 
complete. For example, in most manufacturing plants reports of material 
shortages are important to management control. Obviously these reports 
must be timely. If management hears about the shortages too late, it 
may have production stoppages since a company cannot manufacture a 
product without the proper material. These reports must be accurate. 
For example, if such reports were understated, management might be 
lulled into complacency with regard to a serious material problem. The 
reports must be complete so management will know exactly what action 
to take in the circumstances. The least that can be said about material 
shortages is that they might cause the company to incur needless ex- 
pense because the material must be procured and rushed from the sup- 
plier by express or other expensive means of transportation. Just what 
does the auditor do about these reports? Simply find out if this vital 
information really is furnished on time, with a sufficient degree of ac- 
curacy, and that it is complete enough for its purpose. He is not on 
unfamiliar ground. He can establish these things by making analyses, 
verifying records and underlying documents, summarizing his findings, 
opinions, and suggestions in the form of a report and submitting it to 
management. This is nothing unusual—he has been doing this for a 
long time, except that he probably has been doing it in connection with 
the accounting and financial records. 

This new approach must begin slowly. For example, in determin- 
ing whether or not there was a proper cut-off at the end of a particular 
period in the review of physical inventories and the inventory accounts, 
the auditor had to do some work in the receiving department. In this 
instance he could ask the manager of the receiving department how 
things were going, how well he was doing his work. At this point he 
could question the manager as to how he knows how well he is doing, 
what records and what reports and data does he use in determining 
whether he is doing his work properly or not. These, then, are his con- 
trols—things he relies upon and the things that should be examined. 
If he does not have such controls he certainly should have. In this event 
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it can be pointed out that he lacks data and controls necessary to do a 
good job of managing his department. 


The audits in connection with payrolls could also be used as an 
introduction to reviews of the industrial relations activities. The indus- 
trial relations people are required to keep records, documents and files, 
and to submit reports to management regarding the status of their work. 
The auditor can make a start by verifying the data contxined in these 
reports to management and then he is on his way. As another example, 
an examination of the property accounts may be an introduction to 
plant maintenance activities, tracing some of the more important trans- 
actions in accounts payable activities may serve as an introduction to 
purchasing activities. If the auditor performs such correlated reviews 
in connection with the audit of the accounts, it will not only widen the 
scope of his work and increase his usefulness to management, it will 
also increase his stock of knowledge regarding company affairs. 


As a matter of fact, as the auditor gains experience in making man- 
agement audits he will be surprised at the strange variety of things 
management will want him to do. Some of them will be so odd, they 
may incline to the ridiculous. Others will be so important that they 
will be approached with trepidation. 


One very important assignment given to us concerned activities of 
the production flight departments of one of our divisions. In order to 
understand the assignment we were given, I should explain the func- 
tions of production flight departments. After an airplane leaves the pro- 
duction line, it must be flight tested. It is the function of Production 
Flight to prepare the airplane for flight and to make any adjustments, 
replacements or corrections of deficiencies which may show up under 
flight conditions. In preparing a ship for flight it is subjected to exceed- 
ingly thorough inspections and severe tests to be sure it is ready to fly. 
You obviously don’t want to try to fly a couple million dollars worth of 
airplane unless you are sure that everything is as it should be. These 
inspections and tests may disclose other things which must be adjusted, 
replaced or corrected. Every manufacturer expects to do these things 
during flight tests. 


At the time of our assignment, management felt, however, that it 
was necessary to do too much work on the flight line. Work on the flight 
line is costly. In order to replace a part that is not functioning properly 
you may have to remove a number of others. At the best, you are doing 
something over again which should have been done properly in the 
first place. Too much flight line work may also delay the delivery of a 
ship according to schedule. 
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In our assignment we were instructed to select a ship as it left 
the production line and have our auditors cover it, day or night, when- 
ever there was work being done on it until it was finally delivered to 
the customer. We were to record all of the troubles that were encoun- 
tered, to classify them, to discuss our findings with everyone concerned, 
and to try to determine why so much flight line work was required. 


This project proved to be quite successful. Many of the troubles 
were found to be repetitive and stemmed from a lack of proper com- 
munications between the production line and flight line. To put it into 
radio parlance, either the flight line wasn’t “sending” or the production 
line wasn’t “receiving”. Or if they were “sending” and “receiving” the 
production line wasn’t “listening” and was not paying proper attention 
to the flight line’s complaints. In other cases, employees required better 
instruction and their supervisors were required to exercise more care to 
be sure that work was done properly. 


The corrective action taken as a result of our findings during this 
project saved substantial amounts in the production of later ships and 
in addition made more certain that each ship would be delivered on 
schedule. 











HOW CAN THE AUDITOR IMPROVE 
HIS EVALUATION OF PERSONNEL? 


By DR. R. H. FLETCHER 
Partner, Roher, Hibler and Replogle 


The understanding and appraisal of personnel is essential in the 
work of the internal auditor—whether the auditor be concerned with 
the capabilities of employees in relation to their work, or in bringing 
to attention those who may be potential material for advancement in 
the company. The employees who are best for a company must have 
more than mechanical proficiency; they must be energetic, cooperative 
and constructive in their mental attitude and in their personal and busi- 
ness relationships. 


In this article, a psychologist describes some of the factors in the 
evaluation of an individual as a personality and illustrates the analysis 
of two very different types through informal interviews. 


HEN a psychologist begins to talk on evaluation of personnel, per- 
haps the majority of people think of using tests of some sort. 
This is a natural outcome of both the historical development of profes- 
sional psychology in this country and the widespread use of tests in 
industry today. The first organized results of the study of human be- 
havior under the discipline of psychology was the publication in 1883 
of INQUIRIES INTO HUMAN FACULTY by Sir Francis Galton. This 
noted mathematician applied the concepts of higher mathematics to 
selected and controlled data of human behavior. In 1897 Bryan and 
Harter did the first occupational study ever made, and it was on teleg- 
raphers. Beginning in 1905 Lahy did a study of typewriting skills, and 
in 1908 a psychological study of selection of street car operators. 
These early efforts to measure and interpret human response with 
a view to application of the results to specific work situations has mush- 
roomed into a widespread and intensified use of a variety of problem 
areas throughout the educational and business world of today. Research- 
ers are continually studying the values of such efforts at sharper under- 


standing of individuals, and more constructive application of tests is 
now being employed. 


In the past ten or fifteen years there has been a trend among 
psychologists toward a critical examination of the extent of use of these 
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psychological devices. One of the outcomes has been the rediscovery 
that much of the data of human behavior escapes the quantitative 
framework upon which the traditional concept of testing is based, but 
these aspects of behavior do lend themselves to fairly dependable quali- 
tative interpretation. Thus, professional psychologists in many areas of 
activity have had an increased interest in what may be called the use 
of a clinical point of view that I wish to discuss as a psychological aid 
which you may apply in your work with increasing effectiveness and 
ever more accurate understanding. I refer to the skill of being a good 
listener. 

The things which a person may say and do which cannot be mea- 
sured by a test, to a skilled observer, often give some understanding of 
the fundamental motives, attitudes, and basic capacities which make 
him tick. The development of the ability to employ some of the skills 
associated with this clinical approach to understanding people may give 
you additional tools in your work as an auditor. 

All can readily agree that one of the essentials of being a good 
accountant is whether the individual will follow the standard practices 
and will maintain complete accuracy in his work. Accurate, standard 
performance is more than a matter of job knowledge; it involves atti- 
tudes and behavior consistent with knowledge of how to perform. I am 
sure that as auditors you are all familiar with the individual who is 
always setting up new procedures and operating his particular depart- 
ment as an empire all its own with the excuse that “our situation is 
different, and we think our way is better.” This persistent deviation 
from standard procedure might stem from a creative mind, but quite 
as often it relates to persons who choose this method as an outlet for 
inner rebellion, or to persons who are highly individualistic, or to per- 
sons who have an unusual amount of resentment against authority. 
Or you may find that the accountant is overly solicitous of the favor of 
his boss, and adopts the suggestions of one who might look upon account- 
ing as so much red tape. But regardless of what it is, the causes of the 
behavior of that accountant, like all human behavior, flow from two 
main aspects of personality—the way a person organizes his thinking 
and the way he expresses his emotions. Hence, I believe that you can 
use the psychological aids of observing and listening as tools in your 
evaluation of personnel. 

You can learn to study the human personality more effectively if 
you remember that a personality is like a song—it has a melody which 
is unique to that person alone. Let us see if we can learn how to listen 
to a personality to determine its melody of life. This melody, you recall, 
gets its harmony from the way an individual thinks and the way he 
expresses his emotions. 
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Let us look first, then at the questions which we must keep before 
us in order to determine a man’s intellectual effectiveness: 

Does he have enough native ability for the job? 

How well does he distinguish between major and minor issues? 

Does he have skill in selecting the central problem, or does he tend 
to dwell on tangential things? 

Is he properly deliberative, or is he more whimsical? 

Is he skillful in using his past experiences? 

Can he identify the common element between a new situation and 
a former one? 

Does he over-identify some elements, such as the new problems 
with the old, simply because they do have things in common? 

Does his thinking run in the direction of how to make something 
work, or is he primarily preoccupied with giving the reasons of why 
it will not work? 

Is he an evangelist—never satisfied unless he is converting others 
to his point of view? 

What about his ability to be flexible yet consistent in his thinking? 
Can he skillfully and gracefully keep up with the tempo of a rapidly- 
changing conversation without becoming confused? 

Can he pursue a subject to its logical conclusion and then leave it? 
Can he quickly grasp new problems and move toward rapid solu- 
tions? 

Is he a mental plodder, or is he imaginative? 

Let us look, next, then, at the questions which we can ask ourselves 
in order to discover a man’s characteristic ways of expressing his emo- 
tions. 

What are his core values in life? In other words, does he have a 
system of values against which he can evaluate his day-to-day experi- 
ences? A man with no basic philosophy about what’s important in life 
to him is likely to be very inconsistent in his behavior. Little things 
will upset him as quickly as something important. 

Is he able to postpone his satisfactions for the larger and greater 
gain, or must he have results immediately in order to be motivated? 

What about his control of temper? 

To what degree is he tolerant? 

Is he basically selfish and es ocentric? 


Is he capable of getting satisfactions out of team accomplishments 
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or only in situations in which he plays the role of a star? 

What does he do when he is under pressure? Most people adjust 
in a situation as long as everything is going smoothly. Their great 
difficulty is their lack of ability to hold steady when things are going 
badly or when several things impinge upon them simultaneously. 

What about his prejudices? 

Is he a person of strong feeling? 

Does he speak with emotional fervor? 

Is he abnormally rigid? 

Is he overly sensitive to criticism? 

An answer to most of these questionss would enable an auditor to 
evaluate the performance or promotability of a person, insofar as his 
psychological functions are concerned. But your first reaction in listen- 
ing to this series of questions might be: “How are you ever going to be 
able to know that much about a fellow by just talking with him?” As 
Ole’ Dizzy Dean would say, “Well, Buddy, you've just ask yourself a 
good question right there.” This process is not so difficult as it might 
seem. You can learn a lot about a person by listening with a purpose. 
With these questions in mind, let’s listen to a fellow talk and see what 
tune he’s playing. 

This is a conversation between John Doe and the Auditor; it might 
take place in any accounting department and on any day of the week. 

A: Hello, John. 

J: Good morning, Sir. 

A: What’s your job around here, John? 

J: Ima clerk in the Purchases and Stores Department. 

A: Have you been a clerk in this Department ever since you came 
with our company? 

J: No, I started out as an operator of the fork-lift truck in the 
warehouse, but I figured if I was going to get ahead, why, I had to 
learn to do something with my head as well as my hands. 

A: Uh, huh. Where did you learn it? 

J: Well, I started going to night school downtown. They have a 
school down there; so I enrolled in that to learn accounting. 

A: Did it come pretty easy for you? 

J: Yeah, it came pretty easy. The instructor said I caught onto it 
quicker than most of the people he’d been teaching. 

A: Well, how do you account for that, John? 


J: Well, I dunno. I just liked it, and then I was out here around 
it on the job. While I was out here, I'd talk with these clerks and 
accountants about what they was doing and get them to tell me more 
about how to do it. And then one of them had some Company Manuals 
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that he gave me, and I started reading those on the side. So I picked it 
up pretty fast. 

A: I see. And then you got a job out here as a clerk. 

J: Yeah, they gave me a try-out so I tried to prove to them that I 
deserved their confidence. 

A: Um, hum. And then what did you do? 

J: Well, I tried to get as much experience as I could with all dif- 
ferent kinds of jobs. I told the supervisor what I was interested in doing, 
and every time he got a special job that I hadn't had experience with 
before, why, he’d call me over and ask me if I'd want to do it. 

A: And you'd take off on it? 

J: Yeah, I'd take off on it. When I needed help, why, I'd call him 
over there to help me figure out how to get out of the difficulty. 

A: Did you find the Company Manuals any benefit to you, John? 

J: Yes, I sure did. In fact, if a guy just goes by those manuals, he’s 
got it made. 

A. That’s interesting. Some people don’t think much of a Com- 
pany Manual. 

J: I realize that; but as I see it, if we didn’t have some standard 
procedure we never would be able to figure out where we are. I guess 
there are many roads that lead to the top of the mountain, but those 
two guys didn’t get to the top of Mt. Everest by each going his own 
road. 

A: That’s a good way to look at it, John. Say, tell me, do you just 
keep these records as shown here, or do you have other duties to per- 
form around here? 

J: Well, these things here are all I’m paid to do, but I like to know 
something about these materials we’re buying. Just an item on an in- 
voice is not very interesting; I like to know what a gismo is, where it 
comes from, and how it is used. 

A: Uh, huh. 

J: Just the other day I was checking a requisition and saw that 
they had low pressure couplings going out to a job where we had sent 
high pressure pipe. I figured it wouldn’t hurt to ask; so I called up the 
Engineering Department, and they said they were not installing any- 
thing on that job that called for low pressure couplings. Come to find 
out the Foreman on the job had gotten impatient and had copied some 
numbers down that goes with another order. 

A: . Yeah, that wouldn’t have been good, would it John? 

J: No, sir. When they went to test that line, somebody might have 
been killed. 

Now that we've heard John talk, let’s see what we have learned 
about him. We can safely say that he has an active, inquiring mind. 
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He is mentally alert and sensitive to what is going on around him. He 
learns easily and readily sees the relationship of the part to the whole. 
When he is not sure, he exercises some caution and asks questions. He 
recognizes when he is in difficulty and knows his limitations. Compli- 
cated things challenge him; yet he pays close attention to details. He 
thinks before he acts, and he anticipates difficulties and how to meet 
them. 


Life has purpose and meaning to him. He accepts without question 
the place of work in a rich and full life. His work is not only an intel- 
lectual, but also an emotional, challenge to him. His job offers him the 
chance to succeed and to assume larger and larger roles of usefulness 
in his work environment. He feels comfortable about the role which 
he is playing in his work situation without sacrificing personal gain. 
He has confidence in himself and feels that the world is a friendly 
place. The tone of his emotions is positive and constructive. 


With these increased understandings about John, is the Auditor in 
a better position to counsel with management regarding his adequacy 
for the job and his potential for more difficult assignments? 

Now let’s talk with Joe Blow, who is verifying vouchers. 

A: Hello, Joe. 

J: Hi. 

A: How’re things going? 

J: Oh, so-so, I guess. 

A: What do you mean, Joe? 

J: Oh this outfit can’t seem to make its mind up to what it wants. 
A: Why, what’s happened? 

J: Well, first the supervisors. They want us to clean up that stack 
of stuff over there, and the next thing I know, I get orders to run these 
figures through again. 

A: Wonder what happened? 

J: Oh, they ain’t nothing happened. That’s the way they do 
around here all the time. You never get through with one job till they’ve 
got something else they want you to do. I'd like to get on a job and 
finish it up before they come around here yappin’ about wantin’ some- 
thin’ else done. I'll lay you two to one that before I get this run through, 
theyll come around here and want me to start working on that pile of 
stuff over there. 

A: How could this sort of thing be avoided, Joe? 

J: How should I know? I just work around here. I don’t never 
have nothing to do with the orders. 

A: Do they ever have meetings to talk about improving the 
efficiency, Joe? 








20 The Internal Auditor 


J: Yeah, they have meetings all right. But I'm not going to get in 
there and start talking about what needs to be done. 

A: Why not? 

J: Well, then they think you're trying to be an eager-beaver, try- 
ing to show somebody up. The supervisor in my department don’t want 
to improve anything, and if you get in there and start talking, why he 
takes it like you been tattling on him. 

A: How’s he treat you, Joe? 

J: Oh, just the way he looks at you, blows down your neck all the 
time. That’s another thing I don’t like about this place is that they’re 
all the time blowing down your neck. 

A: What way to you mean, Joe? 

J: Oh, a thousand different ways. They've got supervisors that 
keep you working all the time. They've got balances to check your 
work against somebody else’s. They’ve got auditors that come by and 
check on you. They’ve got more checkers around here than they have in 
a government mint. 

A: What do you think can be done about it, Joe? 

J: The only way I know is to clean out all this bunch around here 
and start all over again. They’re not going to do that. 

A: Well, if we could wipe the slate clean, Joe, and just start all 
over again, what kind of a set-up would you recommend in order to have 
a really efficient organization? 

J: Oh, I dunno. I'd have everybody attendin’ to his own business, 
though, I'll tell you that. 

A: What satisfactions do you get out of your work, Joe? 

J: The money I get out of it is about the only satisfaction I get. 
Most of the satisfaction I have is after I get away from here. 

A: Uh, huh. What do you do, Joe, in your spare time? 

J: Oh, I drink a little beer, play poker whenever I can get up a 
game. 

A: Uh, huh. What sort of social activities do you and your wife 
take part in together? 

J: Oh, we don’t do much of anything together. She sees after the 
kids. I’m too tired when I get home. I don’t want to be bothered—no 
work around the house or kids either. 

A: I see. You have many friends that you visit with in the eve- 
nings? Go places with on the weekends? 

J: No, I never was much of one to be visitin’ or goin’ places. I’m 
around people all day, and when I get home at night, I don’t want a 
bunch of them to be coming in there. 

A: Do you read much for recreation, Joe? 

J: No, I read the newspaper some. I don’t care nothing about read- 
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ing. I just don’t do much of anything after I get off from work. 

You will notice readily that Joe Blow and John Doe are not the 
same breed of cats. In sizing up Joe Blow on the basis of this talk with 
him, we observe these facts about him: 

His thinking is disorganized and haphazard. He misinterprets 
even simple and obvious facts and ideas. He has a closed mind. He is 
full of prejudice and is opinionated. He sees only the immediate situa- 
tion and often reacts to it before he understands it. He fails to think 
ahead and anticipate problems and how to solve them. 

Joe feels strongly about some things people ought to take for 
granted, and he ignores some very important things that ought to be 
highly regarded. His emotions are negative and destructive. He has a 
chip on his shoulder. He resents authority. He is oppositional, taking 
issue with any and every idea and person. He lets his emotion rule him 
instead of ruling his emotions. He is too full of tensions and discontent 
to be alert to his or to the mistakes of others. 

In listening to John Doe and Joe Blow talk, we have been alerted 
to discover any clues which would tell us how they think and what 
their emotional tones are. You can readily understand that I do not 
assume you will be finished clinicians as a result of the suggestions and 
insights I am trying to give you here. It is my hope that by having 
heard this discussion you will be able to tune your listening somewhat 
more sharply. By the way, this reminds me of a story. 

Once there was a man who went to town and bought a bass viola. 
This viola had only one string on it. He proudly brought the instrument 
home, and that evening he played a concert on this bass viola for his 
wife. When he played, he held his finger in one place, and he sawed 
on the string in one place. 

His wife didn’t say anything, and he took her silence for enjoy- 
ment; so he played for her a concert on his bass viola each evening for 
several weeks to come. always holding his finger in one place on the 
string and sawing with the bow in the same place. 

Finally his wife said to herself, “I believe I have enjoyed this par- 
ticular type of musical performance to the fullest extent of my appre- 
ciation.” So she said to her husband, “Husband, I have observed that 
when other people play on this instrument, it usually has four strings, 
and they keep their fingers moving up and down.” 

He replied. “Wife, that is true. When other people play on this 
instrument, it does have four strings, and they do keep their fingers 
moving up and down. But that is only because they are looking for the 
place. I HAVE FOUND IT.” 

Being a good listener isn’t the only psychological aid important 
to people who must exercise judgment about others, but it surely helps. 








SURVEY OF AUDIT 
REPORTING PRACTICES 


By CHICAGO CHAPTER 
Institute of Internal Auditors 


Lack of space has prevented our reproducing the questionnaire 
which was used in conducting the survey. However, it is available to 
those who are directly interested. A copy may be secured by writing to 
Tue Instirute Headquarters, 120 Wall Street, New York City. The 
following listing delineates the types of companies to which the ques- 
tionnaire was sent: Automotive & Allied Industries, Aviation, Educa- 
tional Institutions, Food Companies, Beverage Companies, Insurance, 
Machinery & Equipment Manufacturers, Manufacturing Other Than 
Machinery & Equipment, Metals, Coal, Petroleum, Chemical, Public 
Utilities, Radio, Retail, Mail Order, Transportation, Miscellaneous (8 
companies — 4 not replying). 


ECENTLY the Research and Educational Committee of the Chicago 

Chapter conducted a survey of its members to ascertain the degree 

of uniformity, if any, that may exist with respect to the format of 

reports that they prepare relative to the internal audits that they con- 
duct within their organizations. 


In conducting this survey, which assumed the form of a question- 
naire submitted to the members, the Committee had established certain 
standards or “yardsticks.” These were used in evaluating the replies 
received as to whether a particular organization’s reporting practices 
measured up to audit reporting practices that have been found, gen- 
erally, to be the more desirable. Recent publications on reporting which 
have proved effective in advancing internal audit reports to their 
present high standing amongst the various media of management com- 
munications were also used in establishing these units of measurement. 
Questions were thus built around these standards but, with sufficient 
flexibility to permit answering the questionnaire in a manner that 
would portray the actual audit reporting practices that may exist in a 
specific organization. 

The questionnaire included approximately 100 questions. After 
eliminating certain types of organizations because of inherent peculiar- 
ities (public accountants, banks, governmental, etc.) the questionnaire 
was disseminated to the remaining 78 organizations comprising the 
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Chicago Chapter membership and who represented 25 different types of 
industry. Replies were received from approximately 60% or 46 of the 
organizations that in turn represented 84% or 21 of the different types 
of industry making up the Chicago Chapter. Statistics quoted subse- 
quently herein relate to the organizations (60%) replying. The results 
of this survey are indicated in the ensuing paragraphs. 


FORM OF REPORT—ORAL OR WRITTEN 


100% of the replies indicated that a written report was prepared 
upon conclusion of the audit. However, 15% indicated that a written 
report may not always be prepared if the audit involved (1) items of a 
personal or confidential nature, (2) no significant exceptions or recom- 
mendations for corrective action, (3) items of a controversial nature, 
and (4) assignments that are more of a line nature pertinent to clerical 
activities but for which the auditor’s viewpoint is considered desirable. 
In these instances an oral report would be made. 


99% indicated that the written report was of the essay or narrative 
type, with complete sentence structure. The balance indicated that they 
utilized either a questionnaire or brief memorandum or outline form. 
The Committee believes that these latter types of report presentation, 
particularly the questionnaire type, have a limiting effect. Specifically, 
they do not: 

(a) Provide management with the basis upon which the auditor 

has arrived at his conclusions. 

(b) Lend themselves to presenting information in a non-technical 
manner. 

(c) Enable management to determine the degree of effectiveness 
that exists within the organization with respect to personnel, 
policies, procedures, etc. 

(d) Permit the internal auditor or department to advance, to the 
greatest degree, its important place in the field of communica- 
tion media that links the various management levels. 


TYPE OF FINDINGS REPORTED AND REVIEW THEREOF 


As to specific audit findings, the survey indicated that about 50% 
reported only items needful of correction, whereas the balance reported 
on all matters under audit, the good with the bad. The Committee feels, 
with respect to the latter, that, unless some particular function is being 
exceptionally well handled, report reference to matters properly han- 
dled should be grouped and limited to a few statements. To make a long 
recital of each individual case of a well administered function will, in 
our opinion, detract from the more important matters that management 
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is desirous of learning where an area of control weakness or impropriety 
exists. 

All replies indicated that they would report a condition which they 
would consider sufficiently important to warrant management's interest, 
but for which the auditor may have no specific recommendation or sug- 
gestion to make with respect to what can or cannot be done. 85% indi- 
cated that this particular situation would first be discussed with the 
head of the internal audit department before it was finally decided to 
make some comment upon in the report. As to audit findings, other than 
of the preceding nature (those involving specific recommendations), it is 
indicated by practically all that the internal audit department head 
would also review them prior to submission to management levels for 
comment. However, about 50% of the latter indicate that a prior review 
by the internal audit department head might depend upon the nature 
of the findings. Also, whether they pertained to a branch location dis- 
tantly removed from the central headquarters of the audit department. 
In such instances, from an expediency standpoint, it might not be prac- 
ticable to do so. 


RECOMMENDATIONS 


On the subject of recommendations, the survey revealed that all 
include recommendations or suggestions for corrective action in their 
reports, except as indicated previously. As to whether or not recom- 
mendations are of a lengthy nature, 70% indicate that it would depend 
upon the circumstances. The balance indicate that their recommenda- 
tions would be detailed, even to the extent of quoting, verbatim, when 
applicable, existing formalized policy or procedural instructions. 


COMMENTS OF MANAGEMENT PERSONNEL (AUDITEE) 


With respect to management’s reaction to the recommendations 
made, in the form of specific comments, only 60% indicated that such 
reactions are included in the report. A very small percentage of the 
60%, however, qualified their answer with (1) “only if in disagree- 
ment”, (2) “only if pertinent”, (3) “depends upon circumstances”, as 
to conditions which would dictate the inclusion of management's com- 
ments in the report. Of particular significance to the Committee, was the 
fact that of the foregoing 60%, only about half solicited the comments 
of interested management personnel at all levels. The balance solicited 
comments at either the intermediate or highest levels only. This same 
ratio existed with respect to those management levels with whom the 
report would be discussed during the course of the audit or at least prior 
to issuance of the final report. 


On this particular matter the Committee believes that audit excep- 
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tions, other than of a routine or insignificant nature, should at some 
time before a formal report is issued, be submitted either in written 
form or orally to all levels of management, lowest to highest, who have 
a responsibility in administering the particular condition to which the 
auditor takes an exception. To do otherwise is, in our opinion, one of 
the most effective methods of not gaining management acceptance of 
internal auditing at those levels which have the greatest bearing upon 
the success or failure of the internal audit program. Common courtesy 
would dictate that before a matter is discussed or presented at a higher 
management level, those down the line should first be given an oppor- 
tunity to present their feelings on the matter. This is particularly im- 
portant to the auditor from the standpoint of securing confirmation of 
factuality of his understanding of the matter from those who are inti- 
mately associated with the matter under discussion. Doing such, the 
internal auditor is then non-vulnerable to any criticism that “he is 
going over the heads of the lower echelons” which usually, and right- 
fully so, results by not discussing or presenting the audit exception or 
report at the lowest management level first and then at each successive 
level when necessary. As we all know, the mechanical aspects of each 
audit usually involve contacts, review, examination, etc., with person- 
nel and/or data at the originating level. Thus, it would seem only log- 
ical that any contemplated audit report presentation, particularly of an 
unfavorable nature, should first be cleared with the immediate lower 
management level charged with the propriety of the matter under dis- 
cussion. 


SUMMATION OF REPORTS 


Another interesting development from the survey was that only 
about 50% prepared summaries of the items contained in the detailed 
audit report. Of this number, however, only about 60% included in such 
summaries a statement as to management’s reaction to the audit excep- 
tion as indicated by their comments. This same number indicated that 
the summary was usually prepared for the top management level or 
that immediately below. Reasons in support of the negative position, 
non-preparation of a summary, probably are as equally convincing as 
the positive. However, the Commmittee is inclined to believe that the 
preparation of a summary of the items detailed in the report, which 
incidentally should be confined to those most significant, is an effective 
measure to promote a more thorough examination, review or digest of a 
particular audit point. By this it is meant that summaries can be written 
in such a manner as to incite the reader to be more curious or seek more 
definitive data which would be included in the detailed report. This 
should not be construed as a ruse in the interest of maintaining “pride 
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of authorship.” But it must be remembered that those to whom the 
audit reports are distributed are usually very busy executives. Thus, 
we must guide our distinctive literary talents to the end that more 
than a cursory glance or reading will be given our end product that 
contains items that should attract the sincere interest and consideration 
of management. It is believed that the element of time probably dic- 
ates more than anything the desirability of summarizing the detailed 
audit report. As previously inferred we cannot expect a busy executive 
to pore through a mass of written matter and digest the more important 
matters related therein. It is wise, therefore, for auditors to assist the 
busy executive in placing the proper perspective on the audit report 
contents by giving him a “thumb nail sketch” of the significant items 
contained in the report and doing so in forceful and simple terminology 
that comprehends all pertinent facts. 


Other interesting developments from the Committee’s survey re- 
vealed that: 


a. 90% presented their audit findings in the audit report in the 
sequence of all findings on the same subject in the order of 
importance. 


b. Relative to displaying schedules or exhibits in audit reports, 
93% indicated that they are held to a minimum and, if used, 
30% would include them in the body of the report, 40% would 
attach them to the report, and 30% might do either. 


c. From a grammatical standpoint, 85% write the report in either 
first person piural or the neuter pronoun of the third person 
singular. 


d. Replies were about evenly divided as to displaying or not dis- 
playing an appropriate “eye catching” heading before going 
into a detailed relation of a specific audit point. The Committee 
believes that there is a certain psychological advantage in doing 
so, in that the reader may be more inclined to give the specific 
point more than a perfunctory reading or may easily grasp the 
substance or “meat” of the audit point. 


e. Most all replies indicated that they express in the reports quan- 
titative amounts to denote significance of conditions reported. 


f. 90% stated that their reports usually indicate the scope of the 
audit, period covered and brief comments of an introductory 
nature. 


g. 33% indicated that their reports are addressed to the head of 
the internal audit department, 35% would address them to the 
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comptroller or chief accounting officer, and 32% to top man- 
agement level responsible for function(s) being reported upon. 


Those who do address their reports to the head of the internal 
audit department would then direct them to appropriate corres- 
ponding or higher management levels through the medium of 
summary letters or short transmittal letters. 


In those instances where summary of audit findings is prepared, 
an overwhelming majority addressed them to appropriate man- 
agement levels other than to the head of internal audit depart- 
ment. 


Detailed audit reports are signed by the head of the internal 
audit department by 40%, and the balance by the auditor in 
charge of the specific audit being performed. Summaries in 
most instances were signed by the head of the internal audit 
department. 


As to distribution of the audit report, 80% indicate that all 
reports are distributed also to levels of management higher than 
those who may comment upon the report. As to those manage- 
ment levels who may comment upon the report 52% indicate 
that they would distribute the entire report to them regardless 
of the fact that a report may deal with more than one organiza- 
tional responsibility. The balance would excerpt and distribute 
only that part of the report pertaining to the specific responsi- 
bility for which the distributee is involved. 


45% distribute the audit reports to the independent accountants, 


15% only a summary of significant findings, and 40% do 
neither. 


Only 65% distribute the report to their own internal audit 
staff. The Committee considers this particular distribution, to 
all of the internal audit group, forms an integral part of an 
auditor’s internal audit education, particularly with respect to 
aiding an auditor in bettering his own report writing tech- 
niques. 


In the distributions indicated in items (i) and (k), 60% have 
qualified their answer that such distribution might be limited 
if the report findings deal with: (1) violations of laws, (2) 
adverse personnel matters, (3) fraud, (4) confidential or execu- 
tive payrolls, (5) annuity and pension plans affecting executive 
employees, (6) cash audits, (7) verification of accounts receiv- 
able and inventories, (8) items of a minor nature, and (9) mat- 
ters beyond the financial scope. 
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The Internal Auditor 


With respect to who is responsible for following-up the audit 
report to determine what action, if any, is taken relative to the 
conditions cited in the report: 


(1) 40% indicate that it is the responsibility of the internal 
audit department on a periodic basis; 


(2) 5% indicate that it is the responsibility of the internal 
audit department only at the time of subsequent audit. 


(3) 15% indicate that it is the primary responsibility of the 
line organization; 


(4 


40% indicate that it is the combined responsibility of both 
the internal audit department and the line organization. 


One of the concluding questions asked the membership pertained 
to “what reporting practices either described or not described in the 
questionnaire that previously prevailed are now discontinued.” This 
question was answered by only 30% and their answers are listed below 
—each case represents one particular company. 


1. 
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Condense scope, as to functions examined and audit work per- 
formed. 


Omitting reference to names. 
Oral reports were discontinued. 
Elimination of minor items corrected during the audit. 


Reports written by departmental sections, previously written 
as a whole. 


Audit summary reports (report submitted at the conclusion of 
an audit)—this was discontinued. 
Shift to managerial auditing has resulted in reports being rid 


of minor items or clerical errors. 


Head of internal audit responsible for follow-up. Comptroller 
now handles follow-up. 


Use of sensational headlines eliminated. Readers becoming 
emotional rather than objective. 

Discontinued addressed reports to comptroller. Addressed now 
to individual responsible for function. 

Confine report to only exceptions and recommendations (com- 
ments too). Used to include exhibits and lengthy narrative. 
Condense findings into fewer words. 
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Reports were addressed to management levels immediately 
above that directly responsible for activity. Now addressed to 
latter in order to attain more prompt corrective action. 


It was also indicated by 90% that they currently strive for better 
report presentation through the following media: 


1. 


 - 
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Editing, reviewing, etc. as a daily routine. 

Perusal and dissemination of publications on report writing. 
Holding conferences. meetings, etc. to discuss the objectives. 
Comparing other companies’ reports when available. 
Inviting or securing the critical comments of other members 
of the audit staff, or from management personnel. 

Exchange of ideas at chapter meetings or at other arranged 
meetings with auditors from other firms. 


Factuality—reviewing with auditors before releasing report- 
Accounting jargon eliminated for benefit of non-accounting 
recipients. 


Finally, 65% of the replies indicated willingness to submit to the 


Committee copies of typical audit reports prepared in their organiza 


tion that in turn would be disseminated. after editing, to the member- 


ship. The purpose of such a distribution is to assist members in benefit- 
ing from the experience of others and to aid them in attempting to pre- 
sent and report audit findings, etc., in a manner that will insure the 


reports receiving maximum recognition and utilization by management 


as the control tool that they are and, too, as an integral link in the chain 
of management communications. 








AN OUTSIDER LOOKS AT 
INTERNAL AUDITING’ 


By LLOYD F. MORRISON 
Professor of Accounting, Louisiana State University 





This article is addressed to internal auditors: it is controversial yet 
challenging. It presents one man’s views on internal auditing marked 
by a keen discernment of its faults as well as its virtues. Focusing his 
attention on internal audit objectives and practices, the author per- 
ceives that they are seemingly paradoxical, and he makes a sincere 
effort to reconcile the two. He comments, in a constructive manner, 
upon the organizational status of the internal auditor today and his re- 
lationship with the outside auditor; finally, and most importantly, he 
gives his own views — those of an educator — on what the education 
and training of the prospective internal auditor should be. 


UESTIONING fundamental principles is often a most worthwhile 
Q way of understanding principles and ascertaining their continuing 
validity. Just prior to undertaking this task, as an outsider I studied in- 
ternal auditing articles, reflected on my own limited contact with in- 
ternal auditors, and plagued every friend who had any contact with the 
field. In the process I became loaded with ideas, objections, and confu- 
sions which I am anxious to discuss. 


In public accounting, about 1939, I encountered traveling auditors 
who performed detailed clerical work. Although they often called them- 
selves Internal Auditors, I can see now that their work was vastly dif- 
ferent from the work of the present-day internal auditor. Those I met 
were poorly-paid, poorly-trained clerks. Their chief value seemed to be 
to keep the branch offices in harmony with the home office. Most of 
the work they did, was so routine and detailed that it had very little 
effect upon our audits. The fact that the old traveling auditor has 
evolved into a top-level management assistant is almost inconceivable 
to me in view of the work I observed him doing. 


I inquired further from friends as to what the internal auditor is 
doing today or should be doing. In one instance a friend in a large man- 
ufacturing plant explained to me that its internal auditors no longer 
did routine, detailed clerical jobs. He explained that the internal audi- 


*Delivered at meeting of New Orleans Chapter. 
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tors filled out working papers in precisely the same fashion as the ex- 
ternal auditors, following the same steps in doing two or three months 
of cash, etc. to enable the external auditors to cut down on the extent 
of their examinations. Is the internal audit department then merely a 
device to reduce the cost of the external audit? If so, this does not speak 
well of the external auditor and does not put the internal auditor on a 
very high plane. 

I was greatly disturbed by this comment. At the first opportunity 
I asked another friend, who is a partner in a very large public account- 
ing firm, how he felt about the internal auditor. He believed that the 
internal auditors should prepare all of the working papers for the ex- 
ternal auditor, thus allowing the CPA to devote his time to analysis. 
This is very confusing to one who teaches that audit working papers 
are primarily a record of the work done by the auditor. 

Many such points arise which seem to show conflicts of ideas and 
practices. Perhaps a review of the paradoxes and contradictions would 
be a good way to get started. Following this I shall propound my own 
reconciliation of internal and external auditing, show what I think the 
internal auditor should and should not do, and end with a review of the 
education and training of the neophytes. 


PARADOXES 

My first reaction to internal auditing is that it can be justified 
functionally and economically but that such justification does not fit 
the scope envisaged by Tue Institute or INTERNAL Auptrors and that 
the definition of Tue INstrrute does not fit the work actually done by 
those internal auditing departments that I have information about. In 
other words, what you should do does not seem to agree with what you 
propose to do, and what you propose to do does not seem consistent with 
what you do do. Let me explain further. 


The American Institute of Accountants published a bulletin on 
Internal Control a few years ago in which the organization of a business 
is charted. The internal auditor along with the chief accountant and the 
budgetary officer are placed under the controller. The controller in turn 
is a top level management official on the same level as the treasurer 
and the various vice presidents in charge of sales, production, and so 
forth. This seems to me to be an ideal arrangement. The budgetary 
officer is to assist with planning; the chief accountant to put into effect 
the planned methods, procedures and policies; and the internal auditor 
to check up on the various accounting departments to be sure that such 
plans are being followed and are effective. In the large corporation the 
controller himself is not able to do his own observing and must rely on 
staff assistants. 
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Following the line stated above it would seem to me that the in- 
ternal auditor should be the eyes and ears of the controller for surely 
the latter must have such eyes and ears. However, your INsTITUTE 
seems to define the scope of the duties of the internal auditor in a much 
broader fashion. It would seem that the internal auditor is an observa- 
tion tool for all top-level management. As a first approach this seems 
questionable. Surely each divisional head will need his own qualified 
observers if he cannot personally find time to check up on his own 
departments. Thus the sales vice president will need people to deter- 
mine if the sales policy is followed and effective and if the salesmen are 
skilled and friendly and so forth. The production vice president will 
need skilled engineers to observe production operations and methods. 
Similarly with personnel, public relations, and so forth. It just does not 
seem reasonable that one internal auditing department can act as ob- 
servers for all activities and functions of a large business. Furthermore, 
if it were to serve such a large area, it should not be under the direction 
of the Controller, but should have a floating or shifting responsibility. 
This point of conflict will be referred to later in connection with a fur- 
ther elaboration of the ideal position of the internal auditor. 


The second and most disappointing phase of this paradox is that 
the internal auditors apparently do not serve the broad and noble func- 
tions they take as their objectives. Conversations with those who either 
do internal auditing work or are associated with internal auditors lead 
me to suspect that many if not most such personnel are too poorly paid 
to be qualified for the duties mentioned, that they are overly concerned 
with minute clerical tasks, and that one of their primary aims is to re- 
duce the annual audit fee. Perhaps I am judging from too small a 
sample and very likely this complaint to the extent that it is valid is the 
result of the incompleteness of the evolution of a new profession. 


Auditing is generally conceded to be a phase of accounting as per- 
formed by the CPA. There is a real question as to whether the duties 
mentioned in the literature and case studies of your INstiTuTE are 
accounting at all or even in major part. One friend said that internal 
auditing requires a well trained businessman and accounting is the best 
business training; therefore, internal auditing requires accountants. 
Further attention will be devoted to this point later in connection with 
the discussion of the education of the internal auditor. 


PROFESSOR MORRISON is Head of the Department of Accounting of Louisiana 
State University. He has previously been Associate Professor at the University of 
North Carolina, an Instructor at Ohio Wesleyan University and a Teaching Fellow 
at the University of Michigan and University of California at Berkeley. He received 
his B.A. degree at Ohio Wesleyan, M.B.A. and Ph. D. at the University of Michigan. 


Professor Morrison is a member of the American Institute of Accountants, 
American Accounting Association and the National Association of Cost Accoutants. 
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If auditing is accounting but internal auditing is not necessarily 
accounting, it would seem that internal auditing might not be auditing. 
To the extent that detailed clerical work is performed and to the extent 
that routine reports are prepared or assistance is rendered to the CPA, 
the internal auditors are auditors in name only. But “audit” really 
means to verify and does not relate exclusively to verifying the accounts. 
Observing the conformance of practice with policies may be auditing 
but examining the effectiveness of an operation is not, for it does not 
relate to truth—to determining whether that which is asserted to be 
true is in fact true. This sort of examination is surely a phase of man- 
agement per se rather than an accounting aid to management. 


RELATIONS WITH CPA 


The literature on internal auditing shows disagreement as to how 
the work of the internal and external auditors should be related. Some 
support may even be found for saying that the internal auditors should 
not be concerned with the work of the external auditors except inci- 
dentally. Other writers seem to feel that the internal auditors should 
perform part of the audit job and should look to the external auditors 
for direction as to ways and means of preventing duplication. An inter- 
mediate position might be taken by advocating joint cash counts, joint 
inventory counts, etc. There is no question but that the work of the 
internal auditor has reduced the work of the external auditor, but has 
it reduced the “audit” work? Should it reduce the “audit” work? 


The basis for auditing exists in the separation of ownership and 
management and in the stages of management responsibility. Where 
such separation exists it is important to offer assurance to the various 
parties delegating powers that there is no concealment in the reports 
showing how the powers are being exercised. In effect the stockholder 
gives his property into the charge of the board of directors of a company 
and requires a periodic accounting of what has happened so he may 
decide whether or not he should continue his interest in the company, 
and whether or not the same board of directors. The board of 
directors in turn gives the property into the hands of its chief 
executive officer who must report periodically what he has done 
so the board of directors may decide whether his policies and custodian 
ship have been effective enough to justify his continuance in office. The 
executive officer must delegate his powers and study results obtained. 
The reports rendered by those assigned such responsibility or by their 
subordinates are suspect. It is well to have an independent opinion as 
to the reliability of the facts portrayed. 


If the internal audit department is under the supervision of the 
controller, audits by the department cannot be relied upon by anyone 
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above the controller for any factors in which the controller is himself 
interested. Wherever the controller has a direct interest or responsibility 
or an adverse interest, his work cannot be used without some doubts 
regardless of his reputation for integrity and honesty. In any case it is 
very difficult to determine exactly how his interests may affect the state- 
ments. In the process of auditing the financial statements, the CPA 
will need to start with the underlying departments to get at the basic 
facts. The audit work cannot stop at the level of the controller and then 
have the CPA take it from there. 


The CPA’s audit is of great value to outsiders and to the top level 
of management for broad long range planning but is of little use for 
current operations of the business. The only reason the internal auditor 
might want to do the financial type audit would be if information of 
that type were needed more frequently than the CPA could provide. 
But since the CPA offers assurance not facts, it is difficult to see why an 
annual audit would not be sufficient. Assurance of a different type is 
needed daily in some operations and at frequent intervals in others. 
Management has a continuing responsibility and must know from day 
to day how it is satisfying that responsibility or it will make a very 
type of information required for management purposes need not be 
poor siiowing at year end when the periodic reporting is made. This 
supplied by an outside party. 


While it is not possible for the internal auditor to do the work for 
the CPA, the work done by the former may make it possible for the 
CPA to devote more time to top level audit work involving matters of 
principles, judgment, and policy and to reduce his detailed examina- 
tions of transactions and balances. If the CPA is willing to rely upon the 
internal control of which internal auditing is a part, he may be willing 
to reduce his examination of details and to take a higher calculated risk. 
The American Institute of Accountants and the Securities and Exchange 
Commission recognize this when they refer to designing the audit steps 
in view of the degree of effective internal control. 


An interesting technical argument can be made for saying that 
internal auditing is not a part of internal control. Surely internal check 
and internal control are one and the same. Internal check is the system 
of work arrangement whereby the work flows from one employee to 
another in such a way that one employee checks the work of another 
without duplication but by the way the work is divided. An auditor is 
not a part of the work flow and therefore is not a part of internal check. 
From this then one might conclude that the permission to regulate the 
audit of the CPA in accordance with the degree of effective internal 
control would not include internal audit, and the work done by the 
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internal auditors would not reduce the CPA’s work. Although this is a 
purely technical argument, it is true that the CPA must shoulder the 
full responsibility for his audit report. It is extremely questionable for 
him to rely on the work of a member of the client’s staff to satisfy him- 
self as to the reliability of any significant financial information. 


It would appear that there are audit steps relating to every balance 
sheet item and every income statement item which must be performed 
by the CPA. On the other hand there are many steps which have been 
considered a part of auditing that may be performed by the internal 
auditor. There are also other non-auditing services rendered by CPAs 
which may be performed by any qualified employee of the client firm. 
The complete taking over from the CPA of all tasks except financial 
auditing may not be desirable even though it may reduce the audit fee 
considerably. The breadth of experience of the CPA in operations and 
functions as well as managerial policies may well be worth the fee 
charged. Ideally the extensive knowledge of the CPA should combine 
with the internal auditor’s intensive knowledge of his own firm to give 
maximum advantage in matters of a systems nature or policy nature. 


THE INTERNAL AUDITOR 


As a novice looking at the subject without the prejudices of habit 
and tradition may I be permitted to outline what I feel the internal 
auditor should do and should not do? It is first necessary to return to 
the question of what purpose and whom the internal auditor must serve. 
Your InstiruTE envisages the internal auditor as the eyes and ears of 
all of top management. Yet it must be clear to all that a staff is needed 
by the controller to observe the activities under his jurisdiction. Actu- 
ally it does not seem difficult to effect a reconciliation of these two posi- 
tions when it is remembered that the controller is only incidentally a 
division head. The controller function is to supply management with 
data and advice concerning the profit-making activities and conditions. 
In other words the accounting function is a service function that serves 
the whole business entity. By placing the internal auditing department 
under the direction of the controller, the department may serve a double 
purpose. It may serve as the eyes and ears of the controller and at the 
same time gather information as to the effectiveness of the operations of 
departments not under the supervision of the controller. Observation of 
sales and receivables, for example, although undertaken from a control 
standpoint, will likely turn up some interesting points for the vice presi- 
dent in charge of sales, particularly if the internal auditors are requested 
to examine sales policies. Both the controller and the vice president in 
charge of sales will be interested in the effectiveness of the sales depart- 
ments and the possibilities of cost reductions. The very fact that the 
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internal auditors are not experts in a department's activities but have a 
broad viewpoint with the disciplined orderly thinking of the accountant 
may make it possible for them to make helpful suggestions. 


Acting for the controller and through the controller for the rest of 
top management, the internal auditor's tasks will center around obser- 
vation of conformance with established methods, procedures, and poli- 
cies and the effectiveness of such items in the operation of the depart- 
ment under examination. Since all business operations are carried on 
for a profit, an accounting slant to these observations is necessary. Be- 
fore illustrating how these points may be applied, it may be well for 
me to indicate what I think an internal auditor must not do. 


Internal auditors must be highly skilled in order to perform the 
duties of top management observation. A good pay scale and good re- 
cruitment and training are essentials for the type of work outlined. 
These points make it absurd for the internal auditor to be assigned 
routine semi-clerical duties except possibly in his training stage. Only 
if there is not enough of his own type of work to keep him occupied, 
would it be permissible to make use of his services for some other 
accounting task. Needless to say a man of this caliber should be used 
only at the skilled accounting level. Of course, there are only a few 
large corporations which can subdivide their accounting into its logical 
elements such as financial, tax, systems, forms control, auditing, etc. 
On the other hand all firms need some kind of inspection. Rarely will 
a controller find time to keep in direct touch with his departments. 
He must utilize the services of some sort of auditors. If these auditors 
are not needed fulltime, they must do other duties unless they can be 
hired on a part time basis. There comes a point, however, when the 
routine jobs assigned to the internal auditing department take away the 
staff position of the auditors and put them in an operating position. It 
might also be pointed out that there must be provision made for auditing 
the auditor’s work where he is assigned non-auditing functions. Alto- 
gether it is desirable that the internal auditors avoid non-auditing 
duties. 


As was made clear earlier, I am highly critical of using the internal 
auditor to show the CPA’s junior around and find documents for him. 
One of the messenger boys or clerks may suffice for this assignment. 
It also seems questionable logic to argue that it is all right to waste the 
time of the internal auditor but not that of the CPA in doing mass 
verifications since the former is not on a fee basis. This implies that 
it is hard to keep the internal auditor busy anyway. 


Another point should be made. The internal auditor may well con- 
sider himself a member of a new and increasingly important profession. 
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To uphold the dignity of his standing he should avoid placing himself 
at the service of the outside auditor. Instead he should try to establish 
cooperation between the two professions on an equal basis. As an 
illustration of how I would have the internal auditor operate we 
might consider accounts receivable. It would seem to me that the 
internal auditor might go about his accounts receivable work in the 
following manner. In the first place he is not particularly interested in 
the amount of the item. Sales and accounts receivable are reported daily 
and can be assumed to be correct for operating purposes unless there 
is a breakdown in the functioning of the departments involved. 


Thus the internal auditor will be concerned with detecting flaws in 
operations. The starting point is a knowledge of how the information 
for the charges to accounts receivable originates and what steps have 
been taken to insure accuracy up to this point. He should follow the 
flow of work tracing the charges into the accounts and observing the 
checking systems. In connection with his cash work he can notice how 
credits are entered and checked. Returns and allowances must be 
watched from the control standpoint. Write-offs and old accounts writ- 
ten off must be controlled regularly. He should observe the billing sys- 
tem and its checks. A close watch on complaint letters and calls and 
the actions taken to follow them up should require especial attention. 
It may even be advisable for the internal auditor to make personal calls 
on the complainant to investigate the trouble and see that such matters 
are undertaken diplomatically. 


The work mentioned may be done by checking work already com- 
pleted, by watching the operators performing the tasks, or even by per- 
forming the various steps. The ideal might be a combination of the 
three. The internal auditor is interested in efficiency. He may test this 
quality by actually taking over jobs for short intervals or by taking 
over the supervision of the jobs. 

Since complaints of the customers may be of especial concern 
to management and such complaints may lead to faulty operations, it 
would be well to invite complaints by sending out a sample of confirma- 
tion letters. There seems to be very little reason for selecting a large 
sample of the accounts such as the old traveling auditor used to do. In 
any mass of detail there are errors. No method, regardless of how 
thorough, will turn up all the errors. The only thing to discover is the 
probable size and effect of the errors. Statisticians tell us that reasonable 
samples give strong assurance of all the really significant facts. 


To illustrate the work the internal auditor might do in collabora- 
tion with the CPA, I might mention the matter of the inventory count. 
The design of the count is really a systems matter not an auditing mat- 
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ter. The auditor is only interested in the count as a way of checking 
the objective facts underlying a statement figure. If the CPA is called 
on to set up the count steps, he will be performing a non-auditing func- 
tion which he may or may not be qualified to do efficiently. Ideally 
the knowledge of the internal auditor of the particular problems of 
counting the company’s stock should be more useful than that of the 
CPA. The internal auditor should design the procedure and submit it to 
the CPA for comment. If both sets of auditors then cooperate in observ- 
ing the count, the client firm will have them out from under foot with 
a minimum amount of interference with operations of the stockroom. 


Briefly, it seems to me that the internal auditor’s job is not so much 
financial as operational. It is auditing primarily in the sense of examin- 
ation. It is highly procedural and therefore as much management as 
accounting but it has the accounting flavor through the continual search 
for efficiency and effectiveness from a cost control standpoint. But most 
important it is a position that requires the highest skills and judgment. 


EDUCATION AND TRAINING 


Any training or experience that develops judgment, integrity, reli- 
ability, initiative, and imagination is worthwhile to the prospective 
internal auditor or any other businessman. A thorough command of 
accounting principles and procedures and a good background of eco- 
nomics, especially economic analysis, are basic essentials. Management 
principles and procedures are the very core of the training but the 
most difficult to present in college courses. Such courses as systems, 
cost accounting, payroll, etc. are important, for the routines that are 
covered in such studies help the student to master the principles of 
designing procedures. 


Some twenty-five or more colleges offer courses in internal auditing 
while others insist that a few class periods in the regular auditing 
course are sufficient to cover the special problems. If the opinion I have 
of the nature of internal auditing is correct, both views are wrong. 
Internal auditing should be studied not in one course but the skills and 
special knowledge must be made the basis of a whole new curriculum. 
The auditing course should not be modified for it does a fair job of 
covering auditing and all accountants should have this background. In 
my opinion if any one course could be modified to give a fair view of 
internal auditing it is systems. As we teach it, it is applied accounting 
with the emphasis on variations in methods and procedures and the 
strengths and weaknesses. Perhaps a final case type course in internal 
auditing to coordinate the broader courses and focus them on this area 
might be useful. Of course, physics, chemistry, mathematics, English, 
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psychology, government, and perhaps history and sociology would be 
useful to such graduates. 


There is a danger in training our students too narrowly. I some- 
times think that accounting as a major derives its chief advantage to 
the student in that it teaches him to think in an orderly way about 
things that he is certain to be concerned with for the rest of his life 
regardless of what he may do for a living. When we let our accounting 
curricula become highly specialized it may no longer serve this pur- 
pose. We may be teaching a vocationalized type of accounting that is of 
a semi-clerical nature. We can at least hope that our students will have 
little use for this type of training. In our school we have avoided applied 
accounting such as hotel accounting, hospital accounting, petroleum 
accounting, etc. Instead we try to outline the ideas back of or common 
to all accounting so that the student who does not know what his par- 
ticular job will be will be able to obtain the maximum advantage. Actu- 
ally this approach produces a better and more adaptable product. 


I do not mean to imply that I think that internal auditing is applied 
accounting. It is surely of a general nature on the order of managerial 
accounting. Thus it is particularly valuable to all accounting students 
for it is the place where management and accounting meet. 


Once the student has been prepared for internal auditing in his 
college and has been employed, should he enter the internal auditing 
department immediately or should he go through an interval of train- 
ing in other departments first? The CPA firms seem to prefer to take 
their neophytes directly from colleges. Argument that internal auditing 
is auditing by exception and, therefore, the trainee should learn correct 
procedure before attempting to analyze procedures for faults has only a 
little more force here than in the public accounting area. Furthermore, 
such argument would mean that each internal auditor would need many 
years of experience—maybe a lifetime—in any large firm to get all of 
the procedures down pat. There would seem to be a point to keeping a 
man out of such training to preserve his fresh point of view. 


Others seem to find the internal auditing department a fine place 
to train all new personnel for all top accounting jobs. The department 
cannot hope to avoid being raided to fill accounting vacancies but it 
would seem an undue burden on any department to act as a screen to 
eliminate the unfit and a school to train men for other jobs. It has its 
own functions to perform and such functions would surely be jeopar- 
dized by trying to operate the department with raw recruits. The degree 
of integrity, judgment, initiative, and reliability needed just do not 
seem to permit of a very large use of untrained and unknown men. 

' 
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My opinion of internal auditing is still incomplete. This new pro- 
fession has come a long way in a very short time. As a teacher of 
accounting I do not think that the accounting curriculum, if well con- 
ceived in the first place, should be changed to meet every new fad. It 
would seem to me that the type of internal auditing I have been dis- 
cussing is not a fad but a natural outcome of the growth in size of the 
business firm. 





SPECIFIC RECORDS 
MANAGEMENT PROBLEMS’ 


By R. W. STRAUSS 


Divisional Controller, Stewart-Warner Corporation 


The increase in size and diversity of business, the trend to mechani- 
zation of the office and the reliance upon records and reports that comes 
with decentralization — all of these contribute to the mountains of 
records that fill files and storage areas to the limit. A soundly conceived 
and administered plan of records retention and destruction is a necessity 
in every company. The company-wide knowledge and viewpoint of the 
internal auditor can be used to advantage in the planning and operation 
of this records program. 


HE internal auditor can play a very important part in determining 

that the costs of storing and retaining records are kept to a mini- 
mum. He is, in many instances, in the best position of anyone in the 
average corporate organization to understand the various problems in- 
volved in a sound records retention program, and for that reason best 
equipped to establish and install such a program. 


One example of how that can be done can be found by reviewing 
the records retention program in force at our own company, Stewart- 
Warner Corporation, which was developed by the Internal Auditing 
Department. We have nine plants located in six cities—Chicago, Illinois; 
Indianapolis, Indiana; Bridgeport, Connecticut; Winston-Salem, North 
Carolina; Lebanon, Indiana; and Belleville, Ontario, Canada. Our home 
office is located in Chicago. Each of these nine plants is a separately 
operated unit and maintains its own engineering and accounting organ- 
izations. 


The Internal Auditing Department is located at the company head- 
quarters in Chicago and reports directly to the Corporate Controller. It 
is charged with the responsibility of annually examining the condition 
of the books and records and the adequacy of the system of internal 
control at each of the plants, and conducts these audits on a surprise 
basis. In this connection, the internal auditors are also responsible for 


*Presented at a Management Conference held in Management Center, Marquette 
University, under the sponsorship of the Milwaukee Chapter. 
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determining that corporate policies and procedures are being adhered 
to, including those which apply to record retention. 


The management of our company became seriously interested in 
record retention ten years ago when, disturbed by the increasing re- 
quests for storage space and facilities, they assigned the Internal Audit- 
ing Department to a review of this situation. This decision was made 
because the internal auditors were, by the very nature of their profes- 
sion, aware in a broad way of the many legal, tax and other record 
retention requirements. 


In their approach to the problem, the Internal Auditing Depart- 
ment first made a survey of the records and reports which were being 
retained and placed in storage by onch department at the home office in 
Chicago. After completing this survey, a list of these records and reports 
was prepared and was then revie wed by representatives of our legal 
and tax departments to determine the maximum retention period re- 
quired by law, statute, or regulation. After this had been done, the 
various department and division heads were consulted to determine if 
there was any reason for maintaining the records for a period longer 
than that indicated. In those instances where no legal, tax or other 
reason existed, the individuals concerned were asked to indicate the 
maximum period of time that each record or report would have to be 
retained for reference purposes. 


After this information had been accumulated from the records of 
the various departments of our main plant, which includes the largest 
operating division of the company and the corporate offices, a formal 
record retention schedule was prepared. This schedule was then sent 
to the other divisions of the company for their review and comment as 
well as for information as to state and local regulations which might 
affect the schedule for the retention of records at their respective plants. 
After receipt of this information a formal “Schedule for Retention of 
Records” was prepared and promulgated to the various divisions. 


In establishing this schedule, recognition was given to the fact that 
premature destruction of records could be just as costly, in certain in- 
stances, as their retention in file or storage for an unnecessarily long 
period of time. (For example, the retention period of millwright sep 


RICHARD W. STRAUSS, Divisional Controller of Stewart-Warner Corporation, 
became affiliated with them in 1949, as head of the corporation’s systems and internal 
auditing department. Prior to this affiliation, he had been assistant to the operating 
manager of Butler Brothers and assistant to the superintendent of Rathborne, Hair 
and Ridgway. 


Mr. Strauss attended Armour Institute of Technology and Northwestern Uni- 
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orders is five years or until acceptance by the Internal Revenue Service 
of the Federal Income Tax Return for that particular year. Obviously, 
if these and other similar records were not available at the time of the 
examination of a tax return, the difficulties in supporting one’s tax posi- 
tion would be apparent, particularly in view of the position taken by 
the agents of the Internal Revenue Service that “the burden of proof 
rests on the taxpayer.”’) 


A detailed corporate procedure was then written to cover the ad- 
ministration of the records retention-disposal program. This procedure, 
entitled “The Procedure Governing Storage and Incineration of 
Records,” starts off with this expression of its purpose: 


“The purpose of this procedure is to prevent possible loss to the 
pury I é 
Corporation through unauthorized and premature destruction of 
the Corporation’s records and to provide for their orderly removal 
to “Cental Storage” pending incineration at the expiration of the 

prescribed retention periods.” 


Under this procedure, and as in many companies, the responsibility 
for maintaining adequate storage space and for storing and incinerating 
~ecords is vested in the Secretary of the Corporation. He has a desig 

ted representative, usually the Chief Accounting Officer, who func- 
tion: as his representative at each plant with the exception of the main 
plant in Chicago where the Secretary himself administers the records 
retention program. He meets periodically with interested personnel and 
legal counsel, if necessary, to determine the length of time records 
which are not covered by the “Schedule” should be retained; or what 
changes, if any, should be incorporated in the Schedule. 


The procedure also requires that the Secretary be notified of any 
foreseen or threatened litigation, so that records containing evidence 
material thereto may be preserved. 


Approximately once a year records are removed from department 
files and placed in inexpensive transfer cases which are taken to a cen- 
tral storage location. They are held there until the prescribed storage 
period has elapsed and disposition is determined. This is accomplished 
through the use of a card record, which is established for each record 
stored and is used to provide control over the retention period. 


In connection with the storage of corporate records, a program was 
instituted at this time by the Internal Auditing Department to provide 
control over the originating, revising, reordering and reviewing of all 
office and factory stationery forms. Where new forms are deemed neces- 
sary, the Forms Control Section of the System Department of the larger 
plants determines whether there is a form similar to the one required. 
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Revisions to current forms suggested by changes in systems, and the 
periodic re-ordering of forms, are controlled by this section. We have 
found that the efforts made in controlling forms under this program 
have resulted in savings through a reduction in the volume of paper 
handled as well as through controlled purchasing and forms elimination 
and revision. 


The procedure covering the retention of records remained un- 
changed until the early part of 1951 when, in view of changing world 
conditions, our company gave serious thought to the problem of protect- 
ing important corporate records. Here again, because of their experience 
and knowledge the internal auditors were asked to review the problem 
and to make recommendations concerning the action to be taken. As a 
result of this assignment, and with the cooperation of the accounting, 
engineering and secretary's divisions, a procedure was developed and 
reduced to writing. This procedure provides for the micro-filming and 
safeguarding of those records considered vital for purposes of continuing 
operations, substantiating insurance values, receivables and other 
records, the loss of which would result in substantial financial loss. 


In addition to micro-filming vital records, a procedure was estab- 
lished to cover methods for handling the latest records as they are 
created. This type of record, which includes monthly financial state- 
ments and accounts receivable trial balances, is not micro-filmed but is 
duplicated and mailed to another location. Here the records are held 
until they are replaced by newer records, at which time they are des- 
troyed. 


The responsibility of reviewing the administration of these records 
procedures rests with the internal auditor. In addition to verifying that 
the required records are present, the auditor also has the responsibility 
of determining that the records are adequate and in good order and that 
proper protection against loss is being provided. His examination covers 
a physical inspection of ledgers, cash books, voucher registers, payroll 
summaries, inventories, vendors’ vouchers, shop orders, authorities for 
expenditures, etc., at the time of the regular audit at each plant of the 
Company. 


The scope of the internal audit also includes a review made to deter- 
mine that the retention period specified in the “Schedule for the Reten- 
tion of Records” is being followed. In addition, the auditor checks the 
physical facilities to determine that reasonable protection from fire and 
water damage exists and that adequate safeguard of the records against 
unauthorized removal from the storage area is provided. 
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Finally, the internal auditor has responsibility for determining that 
the costs of maintaining the record retention program are held to a min- 
imum, consistent with the degree of protection required. Recently a com- 
parison was made of the costs of the current program, which involves 
micro-filming or storing all vital records, with the cost of micro-filming 
all records on a day-to-day basis. It was found that the cost of the latter 
was excessive and was not warranted under present conditions. 


The internal auditor in most companies is in a key position to assist 
in the development of a records retention program, and to follow upon 
its subsequent administration. In these days of ever-increasing paper 
work, a sound records retention program is a necessity, and one which 
can pay rich dividends in the form of reduced labor and floor space 
expense, as well as other less tangible benefits. 











INDEPENDENCE AND THE 
INTERNAL AUDITOR 


By FRED R. WOLF 
Auditor, Eli Lilly & Co. 


“Independence is basic to the effectiveness of the internal auditing 
program.” Few would question or disagree with this sentence in the 
Statement of Responsibilities of the Internal Auditor. Yet independence 
is not an attitude that remains uninfluenced by persons and conditions; 
it must be cultivated and maintained. Only with independence will the 
appraisal of the internal auditor be fair, objective and constructive. 


S members of a relatively new profession we, through our Research 

Committee, have put forth a high professional standard in our 
definition of internal auditing as “. . . the independent appraisal activity 
within an organization . . .” In the conciseness of this definition, how- 
ever, we must not overlook the significance which these few words 
imply. There is need for a considerable amount of personal introspec- 
tion on the part of each member of the profession. 


As a member of the business organization which acquires his ser- 
vices, the internal auditor cannot imply an independence of position in 
the sense of absolute freedom from influence or, perhaps to some extent, 
control. In offering their services as employees in private industry, all 
individuals do so with the ambition of personal success. Achievement 
of that success requires the contribution of personal loyalty and confi- 
dence as well as technical abilities. It is apparent, therefore, that the 
internal auditor being entirely human (despite perhaps an occasional 
epinion to the contrary) is subject to the same influences as any other 
member of the business team. His position is unique, however, in that 
those qualities which are normally considered to be attributes may be- 
come the auditor’s greatest personal obstacle. Confidence in, and respect 
for, fellow employee’s abilities, born of day-to-day contacts, may easily 
affect the auditor’s appraisal. Personal familiarity with long standing 
company policies, which have become operating axioms in their univer- 
sality, may lull the auditor into a false sense of security. Despite our 
best efforts to prevent such forces from affecting professional judgment, 
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these influences are at work whether we are conscious of their effect or 
not. 


It is the presence of such factors, then, that brings into play the 
titanic opposite forces contained in the words “independent” and “with- 
in” in our definition of internal auditing. If we acknowledge that inde- 
pendence of position is not completely available to the profession, from 
what source must we draw our strength? The answer, of course, lies 
with each individual member of the profession in the degree of inde- 
pendence of thought and objectiveness of view point that he maintains. 
It is such independent thought and objective viewpoint against which 
business practices may be compared and measured to determine their 
worth. Confidence in, and loyalty to the business organization of which 
an employee is a member, are qualities always to be inculcated; but the 
internal auditor must concurrently maintain a mental balance which 
permits constructive critical analysis of the operations of his organiza- 
tion, uninfluenced by personal loyalties. 


In advocating the establishment of internal auditing as a staff 
function and the absence of any line responsibility, together with a 
derivation of authority from sufficiently high management levels to per- 
mit freedom of investigation, the profession is working toward the 
objective of eliminating the exertion of any bias or influence upon the 
internal audit function. When such situations exist, the success or fail 
ure of internal auditing is the direct result of the individual and per- 
sonal objective independence of each member of the profession. In a 
well integrated internal audit function, properly placed within the 
framework of a business organization, the auditor can be objective and 
independent in his appraisal. The question remaining is, will he permit 
other influences to weaken his independence? It is from such independ 
ence alone that the strength of the profession and its value to manage- 
ment may be secured. If lost, the internal auditor loses his strength and 
value just as surely and suddenly as Samson, when shorn by Delilah. 


FRED R. WOLF, a native of Indianapolis, received his B.S. degree in business 
from Indiana University, where he majored in accounting. After three years with 
the U. S. Army, he spent one year on the audit staff of Ernst and Ernst. In 1947 he 
joined the financial division of Eli Lilly International Corporation, where he is now 
general auditor of the Lilly export affiliate. 


Mr. Wolf is a member of the Indiana Association of C.P.A.’s, and the InstrrutTe 
or Internat Auprrors where he is serving as chairman of the education committee 
of the Indianapolis chapter. 








FRAUD PROTECTION’ 


By W. T. HAZELTON 


Partner, Price, Waterhouse & Company 





The internal auditor, in his role as examiner and appraiser of in- 
ternal control, is the first line of defense against fraud. Fraud may come 
in unexpected times and places, and is an ever-present hazard. 

In this article, control principles are outlined. Illustrations give 
weight to the application of these principles in actual circumstances. 





OTWITHSTANDING all that has been said and written, in spite 

of newspaper headlines which daily report frauds and embezzle- 

ments of substantial amounts, business executives, including, it is sad 

to say, many supposedly trained as accountants and auditors, apparent- 

ly have not come to a full realization of the seriousness of the problem 

of fraud and of the importance of taking all practicable steps to preclude 
the possibility of frauds occurring in their own organizations. 


Knowingly, or unknowingly, practically every business organiza- 
tion, regardless of size, sustains losses from dishonesty or fraud. It is 
true that most embezzlements are of a minor character, such as petty 
misappropriations of company property like postage stamps, stationery, 
small tools and the like, padding of expense accounts, encroaching upon 
company time for the performance of personal duties and similar mal- 
practices, which I am sure the offenders do not consider at all dishonest. 


FRAUD INCREASING 


There are indications that, both in number and amount, defalca- 
tions have been on the increase in recent years. An accurate comparison 
of past and present experiences cannot be made, however, since it is 
impossible to accumulate overall statistics. There are undoubtedly many 
defalcation cases which never come to light, and I know that there are 
many which do come to light but, for reasons best known to those vic- 
timized, are not permitted to be brought to public attention. However, 
some indication of the magnitude of the problem is contained in pam- 
phlets published from time to time by insurance companies and surety 
associations. In a pamphlet published in 1952 by the Surety Association 
of America, it is stated that more than 25,000 claims are filed annually 
against surety companies because of employee defalcations, that this 
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total represents only those losses covered or partially covered by fidelity 
bonds and that the annual dollar loss resulting from defalcations has 
been estimated by independent authorities at in excess of $400,000,000. 
I have seen other current estimates as high as $500,000,000. 


Recently, one of the leading New York newspapers carried an ar- 
ticle headlined “Bank Defalcations Rise Stirs Auditors.” This article 
reported on an interview with Mr. Ira A. Chaney, Comptroller of 
Crocker First National Bank of San Francisco, in which he stated: 


“The record enrollment of 1,700 delegates to the annual meeting of 
the National Assn. of Bank Auditors & Comptrollers, getting under 
way at the Hotel Roosevelt today, is an indication of the concern 
banks all over the country feel over the rise of more than 100 per 
cent in defalcations over the last five years. Whereas in 1947 there 
were 270 defalcations involving three million dollars, last year the 
number had grown to 621 for a total of eight million dollars. Unde- 
tected defalcations last year also probably totaled another eight to 
ten millions. The sad fact is that two-thirds of the nation’s 15,000 
banks have no system of internal audit and control by which defal- 
cations may be readily detected.” 


Having come to the realization that we are faced with a definite 
problem, that it is a serious one, and that it is apparently becoming 
increasingly serious year by year, it might be well to consider wherein 
lies the responsibility for confronting the problem and the tools which 
are available to combat it. I doubt that, among the informed, there is 
any question but that the primary responsibility for safeguarding the 
assets of a business enterprise and for preventing errors and fraud rests 
on top management. This is a serious responsibility, particularly in the 
case of our large public corporations where the stockholders entrust the 
safety of their investments to a small group of directors and executive 
officers who very often have little financial interest in the enterprise. 


MANAGEMENT RESPONSIBILITY 


How can management discharge its responsibility? The first tool 
which it has at its disposal for the curtailment of opportunities for major 
fraud is the establishment and maintenance of an adequate system of 
internal control. Secondly, such a system should be supplemented by a 
well-conceived and sound internal auditing program and provision for 
periodic examinations and reviews of both the internal control system 
and the internal auditing program by reputable independent public 
accountants. Thirdly, it should obtain appropriate fidelity insurance to 
compensate for losses which may occur in spite of all precautions which 
are instituted. 
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While major business executives must look to their controllers, 
internal auditors and independent public accountants to assume a large 
measure of the responsibility for providing the means to protect an 
organization from frauds and embezzlements, it must be realized that 
all efforts in this direction can avail little without the complete coopera- 
tion of top management. Far too many defalcations and irregularities 
have occurred because of improper situations which have been known 
to exist and have not been corrected for the reason that top management 
—because of underestimating the risk involved, placing too much faith 
in the integrity of employees, refusing to face a difficult situation, or 
having some other inadequate excuse—has refused to lend active sup- 
port to the adoption of corrective measures. 


The establishment and maintenance of an adequate system of 
internal control is indispensable to the discharge of management's re- 
sponsibility for safeguarding the assets of concerns and preventing and 
detecting errors and fraud. While this is an accepted fact, it is unfor- 
tunate that it is impossible to estimate with any degree of finality the 
success which has been achieved by internal control in the fight against 
frauds and embezzlements. Those irregularities which might have 
occurred because of human frailties and which have been prevented by 
the deterrent furnished by a well-designed system of internal control 
cannot be tabulated. Nevertheless, the protection which a properly 
functioning system of internal control affords against human weakness 
is of paramount importance. The check and review which is inherent in 
a good system unquestionably reduces the possibility that errors or 
fraudulent attempts will remain undisclosed for any protracted period. 


PRINCIPLES OF INTERNAL CONTROL 


The fundamental principles of internal control and the elements 
of a properly coordinated system are outlined clearly and concisely in a 
pamphlet published by the American Institute of Accountants in 1949 
as a special report by its Committee on Auditing Procedure. The basic 
principles set forth in this pamphlet should be understood thoroughly 
by all business executives. This year your own INstrruTE completed a 
project which resulted in the publication of a book, Internal Control 
Against Fraud and Waste which, as mentioned in the foreword, provides 
“a comprehensive and generally acceptable exposition of the application 
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cluding New York. 


Mr. Hazelton holds membership in the American Institute of Accountants, The 
New York State Society of Certified Public Accountants and several other professional 
organizations. 


Fraud Protection 51 


of internal control to the problem of fraud and waste in business.” I 
am sure that this book will be found invaluable by all accountants and 
auditors and particularly by stucents of internal control. 


The first and basic characteristic of a satisfactory system of internal 
control is a plan of organization which provides a proper segregation 
of functional responsibilities. Naturally, the appropriate organizational 
structure will vary with the type and size of the enterprise and the 
extent to which its operations are geographically concentrated or dis- 
persed. The adequacy of the plan depends primarily on the organiza- 
tional independence of the operating, custodian, accounting and internal 
auditing functions. This independence, however, should not be such as 
to preclude the cooperation required to integrate and coordinate the 
work of the several departments, since integration and coordination is 
necessary for overall efficiency. The basis for the segregation is that no 
department should control the accounting records relating to its own 
operations. Failure to provide such segregation may permit the manipu- 
lation of the accounting records so as to make the detection of fraud and 
errors extremely difficult, or even impossible. 


With regard to the internal auditing department, where the size 
of the organization warrants the complete separation of the internal 
auditing function from all other functions, including accounting, such 
separation is highly desirable. The independence so created places the 
internal auditor in a position, free from any departmental influence, to 
determine the scope of his audit program and his method of reporting 
to management, and to serve management, without any limitations, in 
the detection of frauds, weaknesses in procedures or deviations from 
prescribed policies. The more usual arrangement of having the internal 
audit function as a responsibility of the controller is satisfactory, if 
proper independence of the accounting and auditing functions are estab- 
lished at the lower level. 


The principles of division of responsibility which apply to the 
departmental organization are likewise applicable to the duties and re- 
sponsibilities of individuals at all levels of authority. Sound procedures 
and practices provide the means whereby the integrity of authorizations, 
recordings and custody are reasonably assured. This is generally 
brought about by a division of duties and responsibilities so that no one 
person will handle a transaction from inception to completion and that 
the person initiating or authorizing a transaction has no part in record- 
ing it or in the custody of the related asset. 


The internal auditing department is essential to the effective oper- 
ation of the system of internal control. Even in a large organization, 
there are many spheres of activity which because of the limited per- 
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sonnel involved, cannot be protected satisfactorily by the usual routine 
procedures. This is most often true of small departments of the main 
body and is particularly true of branch offices, distribution centers, 
retail outlets, etc. in outlying locations. When routine internal control 
procedures are impracticable for any reason, internal auditing must pro- 
vide the required protection. If it is important for the independent pub- 
lic accountant to tailor his audit program in the light of the system of 
internal control, it is certainly important for the internal auditor to do 
likewise. Internal auditing procedures should be designed to plug all the 
gaps resulting from the impracticability of providing routine protective 
checks. 


The principal function of an internal auditing department is to 
serve as the guardian of the entire control system. It is its responsibility 
not only to devise theoretically sound internal control procedures, but 
by auditing tests and observations to determine from time to time that 
they are operating effectively. To discover, report on and remedy in- 
ternal control deficiencies requires a periodic and comprehensive testing 
of the system’s operating effectiveness. Since this is the major concern 
of an internal auditing department, it follows that upon such a depart- 
ment falls a large share of the responsibility for the system of internal 
control; hence it is this department which must bear the major burden 
of providing fraud protection. 


APPRAISAL OF INTERNAL CONTROL 


As mentioned previously, a satisfactory system of internal control 
requires a division of duties and responsibilities in such a manner as to 
provide for participation of a number of employees in the various pro- 
cedures involved in a transaction to the end that no one person or group 
of persons shall have complete control over any important transaction. 
However, the extent to which duties are divided will be contingent upon 
the character of the operations and the size of the organization. Accord- 
ingly, a complete understanding of the nature and scope of the opera- 
tions is essential. After such information is obtained, the organization 
must be surveyed from top to bottom and an organization chart showing 
the duties and responsibilities assigned to the principal executives and 
employees must be prepared. This should be supplemented by further 
charts indicating the departmental divisions and the duties and responsi- 
bilities of the key employees in these departments. While this is only 
the beginning of the internal control appraisal, it is surprising what a 
survey of this type will disclose—even in a large company which from 
casual observation seems to have an adequately protective system. Very 
often a review of a simple organization chart will reveal internal control 
deficiencies, particularly if they exist at the higher levels. It is of para- 
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mount importance that these higher level deficiencies be corrected, since 
lack of appropriate segregation of duties and responsibilities among the 
principal executives leaves the door open for major irregularities. 


After the overall organization has been surveyed, it is necessary to 
delve deeply into every division and department of the enterprise and 
to obtain a complete understanding of the duties and responsibilities of 
each employee. The compilation of this information is most often ex- 
tremely time-consuming and laborious, but, nevertheless, it cannot be 
neglected. 


While the survey of the organization and the accumulation of in- 
formation concerning duties and responsibilities is extremely important, 
fact gathering in itself accomplishes nothing. It must be followed by a 
critical review, analysis and interpretation of the data compiled with a 
view to appraising the propriety or impropriety of the division of duties 
and responsibilities and of the allocation of functions to departments or 
other segments of the business. Of course, the effectiveness of the entire 
project depends upon the recognition of the internal control deficiencies 
which are brought to light and the corrective measures which should be 
instituted to eliminate them. 


In the process of installing or appraising a system of internal con- 
trol, one must be extremely careful to avoid being misled by corporate 
titles or by a theoretical knowledge of the duties and responsibilities 
which ordinarily attach to particular positions. A complete factual an- 
alysis, appropriately tested, is required. For example, from an internal 
control standpoint, how many of us would ordinarily concern ourselves 
with a review of the duties of a private secretary to one of the corporate 
officials. Yet, let us consider for a few moments a defalcation case in 
which such a secretary was the offender. 


A CASE OF FRAUD 


A very bright and attractive young miss was the private secretary 
to the vice president and chief editor of a publishing company which 
published a number of magazines and trade papers. In general, her 
duties were those usual to her position and apparently no one gave her 
a thought when considering internal control or fidelity bond coverage. 
Neverthless, over a period of years she was highly successful in defraud- 
ing her employer of over $20,000. 

It was the practice of this publishing company to make payments 
to authors from day to day, usually a considerable time in advance of 
the dates when the stories or articles purchased were to be published. 
Practically all arrangements with the authors were attended to by the 
chief editor, with the aid of his very competent secretary. In carrying 
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out her scheme, the secretary chose the name of a recently retired, 
elderly author who had previously written many articles which he had 
sold to the company. The first step in the plan was to prepare fictitious 
vouchers for articles purportedly purchased from this retired author, on 
which she forged the “approval” initials of the editor. Two methods were 
used to obtain the cash. In some cases, she took the vouchers to the cashier 
and informed him that the author was with the editor and had requested 
payment for his article in currency. Genuine cases of this nature occur- 
red rather frequently, so that the cashier handed over the cash without 
question. More often, however, our secretary friend would inform the 
cashier that the editor was writing to the author, that he wished to en- 
close a check with the letter and that a check should be prepared and 
delivered to her for this purpose. This procedure was also not uncom- 
mon. In the latter cases, the secretary deposited the checks in a bank 
account which she had opened for the purpose in the name of the author 
and from which she could make withdrawals at her convenience. 


A further operation was necessary in order to cover up the defalca- 
tion. Advance payments to authors were debited to a deferred charge 
account and at each month-end a distribution voucher was prepared to 
allocate the cost of articles to the several publications. The editor had 
delegated to his secretary the responsibility for the preparation of this 
distribution voucher. It was a simple matter for her, therefore, to see 
to it that the misappropriated amounts were charged off the book with- 
out delay. Her scheme came to grief when she became ill and the 
monthly distribution voucher had to be prepared in her absence. 


In appraising a system of internal control, it is not only necessary 
to study the segregation of duties and responsibilities, but also to ap- 
praise the personnel to whom the operation of the system is entrusted. 
The human factor must be considered. Human beings constitute vitally 
important links in the chain of procedures and no mechanical substitutes 
have yet been found for human alertness, judgment and common sense. 
The best system of internal control can be rendered ineffective by un- 
desirable employee characteristics such as ignorance, lethargy, indif- 
ference, laziness and even overtrustfulness. Dishonesty is not the only 
human failing with which we must be concerned. Also, each member of 
the organization must have a clear understanding of his or her duties 
and of the importance of carrying them out in an intelligent and assidu- 
ous manner. For example, the designation of authority for approvals 
and the setting up of procedures for reviewing and checking approvals 
is essential to the overall internal control plan. However, unless the per- 
son who is given the authority to approve is qualified by knowledge to 
approve, and unless the persons who handle approved documents are in- 
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formed as to who has approval authority and can reasonably identify 
the signature or initials of the designated persons, the internal control 
plan is inevitably ineffective. 


FIDELITY BONDS 


An effective system of internal control undoubtedly aids in the pre- 
vention and minimizes the dangers of frauds and embezzlements. Also, 
additional protection is provided by internal and independent audits. 
However, regardless of all three, there is no positive assurance that 
losses will not occur. To compensate for these losses, it is necessary to 
carry appropriate fidelity bond coverage. Not only do fidelity bonds pro- 
vide the means to offset or minimize losses when they occur, but the 
required employee investigation helps to eliminate udesirable person- 
nel and also the fact that an employee is under bond may possibly act 
as a deterrent jn times of temptation. 


What is adequate fidelity bond coverage? Who should be covered 
and for how much? These are difficult questions to answer because the 
adequacy or inadequacy of the coverage is not determinable until after 
a loss has been suffered. Within very broad limits, perhaps we as ac- 
countants can form a worthwhile opinion and we certainly have suf- 
ficient knowledge and training to raise pertinent questions. However, 
where doubts arise the ultimate decision by management might better 
be based upon the opinions of experts in the fidelity insurance field. The 
amount of the fidelity bond should be adequate to compensate for pos- 
sible major losses and all employees should be covered. As illustrated 
previously, dishonesty is not limited to those who hold so-called positions 
of trust. 


Statistics prove that all too often fidelity bond coverage is found to 
be insufficient when losses are encountered. Not too long ago a surety 
company published a list of over three hundred losses which were inade- 
quately covered. The total of these losses aggregated approximately 
$6,500,000 and the amount recoverable under fidelity bonds was less 
than 25% or only about $1,500,000. In a very well known case not so 
many years ago, involving a defalcation of over $700,000, the defaulter 
was covered by a blanket bond to the extent of only $10,000. 


ANALYSIS OF FRAUD CASES 


For a number of years our firm has had a defalcation committee 
which reviews all fraud cases which come to its attention and dissemin- 
ates information concerning them to the members of our accounting 
staff. Several years ago that committee made rather detailed analyses of 
several hundred fraud cases from a review of confidential information 
in our files, internal audit reports available to us, and published accounts 
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in magazines and newpapers. From these analyses, statistics were com- 
piled with a view to ascertaining, if possible, whether there might ap- 
pear particularly vulnerable points against which we should be on 
guard. I believe it will be worthwhile to review very briefly some of 
the resulting statistical highlights. 


While a number of cases were found to involve the theft of inven- 
tories, securities and other assets, and many of these were major in 
amount, it would appear that the control of cash still is our principal 
concern. It was found that more than 90% of the cases, both in number 
and the amounts involved, resulted from manipulation of cash receipts 
and disbursements. Also, that of these, although manipulation of cash 
receipts was slightly more prevalent than manipulation of disburse- 
ments, the aggregate of amounts diverted through disbursements was 
over five times that lost through manipulation of receipts. 


Prominent among the means by which cash receipts were manipu- 
lated was our old friend “lapping.” i.e., withholding cash receipts and 
concealing the misappropriations by delaying the crediting of customers’ 
accounts. In these cases the internal control deficiencies most commonly 
found were failure to provide a proper segregation of cashier and ac- 
counting functions, independent control over incoming remittances and 
controlled and prompt mailing of customers’ statements monthly. 


The withholding of cash from cash sales and the concurrent de- 
stroying of cash sales invoices was found to be another favorite. Pro- 
vision for prenumbered sales invoices and the requirement that the 
continuity of such invoices be accounted for would have disclosed most 
of these defalcations promptly. 


The most common means used for manipulation of disbursements 
was found to be the preparation of fictitious invoices or the re-using of 
invoices actually received from vendors. Most of these might have been 
brought to light at an early date if the internal control procedures had 
provided for appropriate segregation of treasury and accounting func- 
tions, direct mailing of checks by a separate mailing department and 
independent reconciliation of the bank accounts. 


Payroll disbursements to discharged, resigned or non-existent 
employees were also found to be rather prevalent. Segregation of the 
functions of paymaster and timekeeper, required review and approval 
of payrolls, and the control over hiring and firing by a separate per- 
sonnel department, might very well have precluded most of these fraud- 
ulent disbursements. 


A considerable number of disbursement manipulations took the 
form of raising, otherwise altering or re-using petty cash vouchers. Such 
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simple internal control procedures as the requirement that petty cash 
vouchers be prepared in ink on pre-numbered forms, providing for 
space on the vouchers for amounts to be written in full and provision for 
controlled cancellation of vouchers at time of reimbursement, would 
have been a deterrent in most of the cases. 


Typical of many cases involving the manipulation of disbursements 
was one in which the defaulter was an assistant supervisor in the engi- 
neering department of a large company. In this capacity he was author- 
ized to issue orders for maintenance and repair projects to be performed 
by outside contractors and to approve the related invoices for payment. 
The actual disbursements were made by the treasurer’s department 
which was entirely separate from the engineering department and was 
located in a different building. 


The defaulter prepared spurious contracts, complete with forged 
signatures, for painting and repair work to be performed at various of 
the company’s locations. He subsequently prepared fictitious invoices 
which he duly approved and forwarded, together with the previously 
prepared contracts, to the treasurer’s department for payment. Using a 
number of different pretexts, he contrived to have the checks returned 
to him for delivery to the contractors. When the checks were returned 
to him, he endorsed them in the names of the fictitious contractors and 
cashed them at a local bank in which he maintained an account. Tellers 
at the bank who knew him as a man of good reputation and knew of 
his connection with the company never questioned his explanation that 
he was cashing the checks as a convenience to small contractors who 
had no bank accounts. The defalcation covered a period of almost four 
years and cost the company over $30,000. Discovery of the defalcation 
was purely accidental. An office employee jokingly asked a field engi- 
neer why a particular building at an outlying location had to be painted 
twice in one year. The engineer denied that the work had been done, 
the clerk produced the documents to prove his assertion and, of course, 
an investigation followed. 


The results of our study of the positions occupied by the defaulters 
likewise bears a significant cash tinge although it also points up the 
fact that defaulters are found in every phase of a business operation 
and that no person in an organization can be assumed to have no oppor- 
tunity to perpetrate a fraud. Exactly half of the defaulters were cashiers 
or others carrying out treasury functions. Members of the sales depart- 
ment accounted for about 20%, the accounting department about 10% 
and other departments the remainder. Collusion between members of 
different departments existed in about 8% of the cases. 
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Approximately 30% of the frauds occurred in branches. We did 
not have complete information as to how many of the remaining com- 
panies had branch operations, but it appeared that, if companies with 
branches could be segregated, it would be found that one-half or more 
of all their fraud cases arose in the branches. 


Although our study of the account classifications in which the 
shortages rested at the time of discovery indicated that almost every 
account on a set of books is subject to manipulation, it is of interest that 
approximately one-half of the shortages rested in balance sheet 
accounts, that one-half of these rested in accounts and notes receivable 
and that many of them had remained there undisclosed for a number 
of years. 


One of the most startling facts revealed by the study was the extent 
to which documents were found to have been falsified by the defaulters. 
In the cases classified, it was found that more than one hundred dif- 
ferent types of documents and records were manipulated. The indication 
is that the modern embezzler may be assumed to be sufficiently clever 
to fabricate any documents which the auditor expects to inspect. He 
will forge: vendors’ invoices, receiving reports, correspondence, title 
policies, mortgages, physical inventory sheets and even the customer’s 
signature to the auditor’s accounts receivable confirmation request if 
he can in any way intercept it. 

What should be particularly disturbing to you and to me, is that 
in almost 40% of the cases, fortuitous events rather than the operation 
of internal control or the application of auditing techniques led to the 
discovery of the defalcations. That so many frauds are brought to light 
by what may be termed “happenstance” is a challenge to both busi- 
ness executives and auditors. However, we may be somewhat encour- 
aged in that, in the case of defalcations which routine internal control 
brought to light, the average duration was much lower than the overall 
average. On the other hand, it is unfortunate that many instances were 
noted where the failure of employees to alertly and intelligently carry 
out the internal control procedures instituted, permitted the defalcations 
to remain undetected for an unreasonable period of time. 


ANOTHER CASE OF FRAUD 


I do not wish to give the impression that defalcations cannot be 
uncovered by the alert and intelligent application of standard auditing 
procedures. That they can be was brought home to me early in my 
career by a case involving a member of our staff with whom at the 
time I was closely associated. 
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One of his very early assignments as a junior accountant was to 
carry out the cash audit program on the first examination of a subsid- 
iary company of a new client. The examination date was June 30 and 
the examination was commenced about a month after that date. His 
work was to cover three bank accounts, a main bank account in Newark, 
N. J., a deposit account in Philadelphia and a special payroll account, 
also maintained in Newark on an imprest basis. 

Everything proceeded normally for a time and the main bank 
account was reconciled with ease. There was only one point, and at the 
time it seemed a minor one, which caused any question whatsoever. An 
amount of $58.72, listed as a deposit in transit at May 31, was not 
actually deposited until June 29. Curiosity prompted a question of the 
treasurer concerning the length of the in-transit period. A good story 
was forthcoming. A check of an out-of-town customer had been returned 
to the customer for lack of signature and the customer had been tardy 
in returning the check for reasons unknown. 


The Philadelphia account was disposed of quickly. This was purely 
a deposit account, with amounts over a minimum balance being auto- 
matically transferred to the main account in Newark and upon which 
there was no occasion to draw checks. 


The payroll bank account was another story. This account was 
maintained by the treasurer personally. There were presented to my 
friend a June 30 reconciliation prepared by the treasurer, which he was 
informed was the first reconciliation prepared in several years, and the 
June and July bank statements and related paid checks. Although some- 
what perplexed by this turn of events, my friend decided as a first step 
to trace the transfers from the main bank account, which he had listed 
in his examination of that account, to the payroll account bank state- 
ment. The listed transfers checked very precisely, but a deposit of 
$2,000 in the payroll account on June 30 was not included on the trans- 
fer list. This required seeking another story. 


Upon inquiry, the treasurer supplied the information very con- 
fidentially that, with the consent of his superiors, he had been “borrow- 
ing” from the payroll bank account and had repaid his accumulated 
“borrowings” by depositing his personal check on June 30. At that 
point, our auditor’s suspicions became aroused and he asked the trea- 
surer to produce the cancelled check in substantiation of his story. This 
he promised to do, but after several days purportedly spent looking for 
the check he admitted that the $2,000 deposit was a check drawn on the 
Philadelphia deposit account and not entered as a disbursement on the 
records. The special investigation which followed revealed misappropri- 
ations over a period of several years, the total of which was almost 
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$20,000. Incidentally, I might mention that the deposit in transit of 
$58.72, which was mentioned previously, was found later to represent 
in reality cash collections withheld from deposit in May and reimbursed 
by the treasurer’s personal check deposited on June 29. 


U'll admit that the scheme in this case was not very cleverly devised. 
However, it illustrates that there are such cases and that they can be 
brought to light by the diligent application of auditing procedures. 


In conclusion, I should like to repeat (1) that the principal deter- 
rent to major frauds and irregularities is an effective system of internal 
control, (2) that the primary functions of an internal auditor are to 
guard that system so as to keep it free from important defects and to 
carry out such auditing procedures as are deemed necessary in the light 
of routine internal control deficiencies and (3) that, accordingly, the 
internal auditor constitutes the first line of defense in providing fraud 
protection. 





SACRED COWS AND 
INTERNAL AUDITING” 


By F. A. COOPER 
Management Service Bureau 


“Sacred cows,” while seemingly secure, are often vulnerable to 
informed attack—because there may be little justification or utility in 
their existence. In most companies, reports and the related clerical ex- 
pense of preparation are a luxury which will be subject to searching 
question when the business going is rough. 


The internal auditor has a responsibility for exposure of the “‘sac- 
red cows” in the fields of reporting and clerical operations—else he runs 
the chance of finding that he is one himself. 


EBSTER defines the sacred cow as a person or thing regarded as 
sacrosanct and immune from violation, attack or criticism. Most 
of our present day organizations, whether political, social or corporate, 
have their particular sacred cows which usually are evidenced in the 
form of ideas, whims or policies which contribute nothing whatever 
towards the organization’s growth or efficient operation. Some may have 
been instituted to meet the exigencies of special circumstances which no 
longer exist; some may have resulted from the whim of an influential 
person; and some may result simply from faulty thinking. 


High on our list of corporate sacred cows which cause waste and 
inefficiency are a variety of reports which are regularly submitted and 
serve no other purpose than to record that nothing happened. Many of 
them are elaborate jobs which involve a great deal of preparatory work 
and present a mass of detailed information; others may be streamlined 
to present particular aspects presumed to be of major importance to the 
recipient. Whether plain or fancy, they all cost money and their value 
should be measured against their cost in terms of clerical effort involved 
in their preparation and presentation. 

A recent issue of Fortune magazine states that the ratio of clerical 
workers to industrial workers in United States has risen from 1 clerk to 
4 workers in 1920 — to 1 clerk to every 2 workers today. During the 
same period, mechanized and electronic accounting methods and radical 
improvements in other office machines have enabled business to accom- 
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plish infinitely greater volume of clerical work in a very much shorter 
space of time. It is obvious that the modern way of doing business re- 
quires many times more clerical effort to dispose of our productive out- 
put than was required some thirty years ago. 


Part of this huge increase in non-productive cost has been thrust 
upon us by numerous legislative authorities. We are required to set 
up costly routines and hire additional clerical workers simply to provide 
the means of arriving at the exact amount of tax these various authori- 
ties demand. A further load has been added by labor agreements requir- 
ing us to maintain various benefit and welfare schedules. 


This increase in cost has been gradual from year to year and has 
not readily been recognized—but the moment that sales volumes com- 
mences to decline, its impact will have a tremendous effect. Make no 
mistake about it, — clerical costs and office routines will shortly become 
the “whipping boy” for shareholders, management and labor union 
leaders alike! Formerly the high cost of labor was the prime target for 
criticism. Industrial specialists were called in to effect economies in this 
area, and immense capital expenditures were authorized in an effort to 
maintain reasonable production costs against constantly increasing wage 
rates and shorter work periods. 


Capital expenditures in providing electronic and mechanical de- 
vices for processing, sorting and presenting the essentials of today’s mass 
of clerical detail will assist in maintaining reasonable clerical costs; but 
they will themselves present a constant threat to economical operation 
by reason of their flexibility and capacity for presenting a greater vari- 
ety of additional information than is presently required. Lack of authori- 
tative control over their use will inevitably result in new and perhaps 
more costly sacred cows, for we have all seen examples of adding rou- 
tines in order to justify the cost of new equipment. 


Management consultants, office managers and systems experts will 
all be called upon to attempt a solution of the clerical cost problem. 
Standards may be set and the merits of various systems compared in an 
effort to maintain or improve on present performance. Many large com- 
panies have engaged professional consultants for periods ranging from a 
few days to several years and it is very doubtful if many of them have 

FREDERICK A. COOPER was born and educated in England, and has had 
further studies in Canada in accounting, auditing and business administration. He has 
been associated with Fairchild Aircraft Limited and was formerly Comptroller of 
B. W. Deane and Company. Mr. Cooper presently owns and operates the Manage- 


ment Service Bureau in Montreal, which specializes in service to small and medium 
sized companies. 


Mr. Cooper is a member of Tue Institute or INTERNAL Aupirors, which he 
has serviced as a governor and president of the Montreal Chapter, and was a member 
of the national Board of Directors. 








Sacred Cows and Internal Auditing 63 


accomplished their objective to date. Enormous amounts have already 
been spent in attempting to simplify business routines sufficiently to 
enable companies to meet steadily rising paper work costs. Many com- 
panies will be unable to meet the demands for full time employment of 
the white collar worker at higher rates for a shorter work period. They 
will survive if they will take immediate and determined steps to combat 
waste effort and inefficiency wherever it may be found. 


Management must recognize the fact that 7/ME is the key factor 
in present day business. Time multiplied by rates per hour or per week 
equals the largest cost element of almost every business or industry. 


From the president down to the lowliest laborer or messenger, all 
contribute just so much time per week or per month, and the higher 
in the organizational scale the individual is placed, the more valuable 
his time becomes. This simple fact is very often overlooked and there 
are countless instances of highly placed executives wasting very expen- 
sive time in reading reports and other communications which are poorly 
devised or too long-winded in their presentation of unimportant details. 
All the way down the line, individuals are handicapped by the intru- 
sion of unessentials into their inflexible time limits. 

Internal auditing can accomplish a great deal in combatting this 
ever growing problem, if it is alert and aggressive. If it is not alert to its 
opportunities and aggressive in its actions, internal auditing will itself 
be in danger of becoming a sacred cow. There is no room in the manage- 
ment sphere for any individuals who do not contribute positive action 
towards the improved efficiency of operations. Internal auditing affords 
the ideal perspective from which to observe those areas where waste 
effort lurks and where unessential details abound. If it is incapable of 
implementing action to correct the weaknesses and faults which it en- 
counters, it is improperly conceived and may well be considered expend- 
able when the chips are down! 

Most of the sacred cows we encounter are of management’s own 
making and we must convince management of their true worth in terms 
of clerical cost and time. Sooner or later they will be disclosed and we 
may be justly criticized for having passed up an opportunity to correct 
them. 

Today’s business organizations are snowed under by an avalanche 
of paper work in the form of communications, reports, statements and 
analyses. The average executive and department manager spends the 
major part of his working day in reading and attempting to digest a 
mass of information—nuch of which is unessential. His potential value 
to the organization can never be realized while his opportunities for 
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clear thinking and the development of constructive ideas are limited by 
the every day necessity of groping through a fog of extraneous material 
for the essential factors from which are derived the decisions which will 
guide the organization’s progress. 


The internal auditor can and should review all of the communica- 
tions used through his company over a period. He will undoubtedly 
discover a great deal of duplicated effort which can be eliminated or 
simplified, with resulting savings in cost. He should look particularly 
for the sacred cows—those special pets of certain individuals who habit- 
ually receive regular reports covering events and information which are 
wholly irrelevant to their position and function, but which may help 
build up their personal egos. All reports and forms should be scored 
objectively on the basis of their usefulness to the recipient and rated 
in terms of the clerical effort expended in their production. The cost 
rating may be determined by a combination of the type strokes they 
contain and the time required to produce them. The internal auditor 
will become highly critical of their usefulness when they are marked 
with the total cost of preparation, presentation and reading. Throughout 
his examination he should be mindful that the objective is to reduce 
costs. 


After concluding his examination, the internal auditor may recom- 
mend that management establish a separate statistical department and 
possibly suggest the appointment of a qualified statisical analyst. This 
would enable management executives to obtain the right answers to 
their questions without wasting time in reading extraneous material, 
simply by requesting it from the statistical analyst, who should be given 
the responsibility and requisite authority to obtain all the detailed in- 
formation required from the various individuals who are in the best 
position to supply it. The statistical department could obtain up to date 
figures from the accounting, production and sales departments, classify 
them and maintain current data on all phases of production, sales and 
costs. This information may be analyzed and passed on to authorized 
persons through the medium of daily and weekly flow charts or easily 
prepared forms which may readily be printed on duplicating machines. 


The creation of a statistical service of this type will eliminate a 
great deal of duplication of effort and streamline the reporting structure 
of the whole organization. Information and figures obtained from this 
source will be authentic and dependable. The use of duplicating methods 
will reduce errors and differences arising from the indiscriminate hand- 
ling of information by unauthorized and irresponsible persons, and costs 
will be reduced to a minimum. 


Sacred Cows and Internal Auditing 65 


Management is dependent on the system of communications for 
effecting its purpose and in obtaining the information which provides 
the basis for its planning. Sound analysis of accounting data is perhaps 
the most important of management functions and its accumulation and 
classification merits very careful consideration. 


Tue Institute or INTERNAL AvupirTors has consistently advocated 
the broadening of the internal auditor’s activities as a tool of manage- 
ment, particularly with respect to disclosing existing deficiencies in pro- 
cedures and policies. The internal auditor is ideally fitted for special 
assignment in the extensive field of communications for he possesses an 
overall perspective of the total company effort and can readily assess 
the effect any contemplated change will have on departments and per- 
sons. He is trained to be objective in his appraisal of all the existing 
factors and is capable of giving sound opinions respecting the value 
of improved systems of communication. 


The need for such improvement exists in almost every organiza- 
tion and the internal auditor must take the initiative in convincing 
management that sacred cows are too costly to retain in today’s econ- 
omy. 
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EYES AND EARS — OR DRAGGING FEET? 


S internal auditors, we pride ourselves on being the eyes and ears 

of management. As internal auditors, too, we devote much of our 

time examining the accounting system and records. As internal auditors, 

therefore, we are morally committed to the proposition that accounts 
should constitute a valuable assistance to the management. 


The Institute of Chartered Accountants in England and Wales has 
recently published a paper entitled, “Management Accounting — An 
Outline of Its Nature and Purpose.” For the auditor who endeavors to 
fulfill his function as the eyes and ears of management, this should be 
compulsory reading. 


Let us consider one brief excerpt and, in reading it, contemplate 
the part which could be played by the internal auditor: 


“The accounting information required for the management and 

that required for the proprietors should both be products of one 

system. As the management requires by far the greater amount of 
information and at more frequent intervals, the system should first 
be devised to provide what is needed for management purposes. 

The system can then be reviewed in order to see to what extent it 

may require adaptation to provide the information required for 

proprietors. Flexibility in the system is an important consideration, 
particularly when contemplating the introduction of mechanical 
aids.” 

The final balance sheet and statement of income have immeasur- 
ably less day-to-day impact on the management than monthly cost 
statements, budget comparisons, sales statistics, etc., in guiding a busi- 
ness enterprise along its course of earning profits. The accuracy and 
effectiveness of these latter statements are matters of vital consideration 
to the auditor. By devoting assiduous care to them, he will play a sig- 
nificant role as a partner in the profit-earning function of the manage- 
ment—truly its eyes and ears and not its dragging feet. 
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AUDITING CASE STUDIES 


In our last issue we began a feature consisting of a series of audit- 
ing case studies compiled by the Internal Auditing Committee of the 
American Gas Association and Edison Electrical Institute. The study 
which follows points out the importance of not overlooking some of the 
more elementary audit techniques. Though the amount involved in this 
instance was small, had it been passed by the auditors it could easily 
have provided a “green light” to the defaulter to extend the scope of his 
irregularities. 


AN INCIDENT INDICATING NECESSITY FOR FOLLOWING 
CERTAIN ESTABLISHED AUDITING PROCEDURES 


There are times when we wonder if certain long established audit- 
ing procedures may have become “sacred cows” and are continued only 
because they represent something that has been done before. Fortun- 
ately, however, now and then an incident occurs which shows that the 
“old” procedure is still a sound one to follow. 


The incident cited below is one of a minor nature only, but does 
indicate the soundness of the procedure calling for the verifying of the 
footings of the cash book in connection with the reconciliation of bank 
accounts. 


Recently an audit of one of the larger district offices was made by 
members of the internal audit staff in cooperation with the public ac- 
countants. The latter were responsible for the counting of the day’s re- 
ceipts on hand and of the office working fund, part of which fund was 
carried in a bank account. 

The portion of the petty cash fund in bank at the time of the cash 
count, as shown by the petty cash book, was reconciled by the public 
auditors with a bank statement obtained direct from the bank and was 
reported to be in order. 


As usual in such cooperative audits, the audit program of the in- 
ternal auditors called for work of a more varied and detailed nature 
than that required to be performed by the public auditors. One of the 
additional steps carried out by the internal auditors was the examina- 
tion of the petty cash records and transactions for a month in addition 
to the current period immediately preceding the date of count. 


It happened that the additional period selected for examination was 
the month prior to the one in which the public auditors had made their 
reconciliation. The petty cash book in use provides columns for (1) 
receipts, (2) disbursements, and (3) balance. In checking the footings 
of the receipts and disbursements columns of the petty cash book the 
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internal auditor noted that. if the totals thereof were used, the end of 
month balance in bank should have been $50.00 greater. 


Inquiry by the internal auditor disclosed that a bank charge of 
$50.00 representing a check returned as n.g. had not been entered in 
the disbursement column, but the amount in the balance column for 
the day that the bank charge was made had been reduced by $50.00. 
By so changing the amount in the balance column it was possible to 
reconcile the book balance with the bank balance, without the entry 
of the disbursement representing the bank charge. Although it was 
the procedure of the district office to have the bank account reconciled 
by an employee other than the one keeping the record and operating 
the fund, the employee making the reconciliation followed the practice 
of accepting the book balance without checking the footings. Therefore, 
the reduction of the balance figure without recording an entry for the 
disbursement was not found prior to the internal auditor’s examination. 
Apparently the entry of the bank charge for the n.g. check was omitted 
by the employee keeping the petty cash book for the reason that the 
check was one cashed for another employee. 


We believe this incident, though minor, shows that the procedure 
of verifying the footings of cash records in connection with bank recon- 
ciliations is not one that could be classified as a “sacred cow” procedure. 





INTERNAL CONTROL THROUGH SYSTEM DESIGN 
By E. P. PRIEBE 


Secretary-Treasurer, Bay Petroleum 


PLAN OF ORGANIZATION 


System design as an aid to internal control should start with the 
plan of organization. From an organizational standpoint, our accounting 
department is broken down into functional activities which we call 
units; any other more minute breakdown is referred to as a section. In 
no case is a particular unit an accounting department in itself. For ex- 
ample, an invoice is prepared by the billing unit; extensions are checked 
by the calculating unit; quantities billed are tied to daily totals of ship- 
ments from the various plants by the calculating unit; quantities are 
tied into monthly totals of shipments from the ‘various plants by the cost 
section of the general bookkeeping unit; the invoice is posted to the 
auxiliary ledger by the accounts receivable unit; and the monthly totals 
of billings are posted to the general ledger by the general bookkeeping 
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unit. Responsibility for the collection of the invoice is vested in the trea- 
sury department which is separate from and distinct from the account- 
ing department. I will not go into detail describing the functions of 
each unit but merely state that we have a group of individuals perform- 
ing specialized tasks for all of the operating departments of the com- 
pany instead of having a group of individuals performing all of the 
accounting functions for a particular operating department. Such a plan 
of organization does not cause a duplication of work nor does it cause 
unnecessary work. After all, the functions have to be performed and 
if they are performed by numerous units instead of a single unit, then 
the plan of organization is such that sufficient internal check is obtained, 
thus obviating the necessity for a certain amount of internal auditing. 


CASH CONTROL 


There is nothing unusual in our control of cash but you might be 
interested in a brief resume of what we do. All items are vouched for 
payment by our auditor of disbursements who heads the accounts pay- 
able unit. The checks are prenumbered by the printer and we do not 
have a supply of unnumbered checks to take care of spoilage in the nor- 
mal routine. The checks are written on a machine which automatically 
makes two carbon copies of the one-line payee and amount typed on 
the check. The carbon copies are not single sheets for each payee but in- 
stead the payees and amounts are shown one typewriter space apart. 
The machine is equipped with a register so that the total disbursements 
at the end of each day are cleared onto the carbon copies. One of the 
carbon copies is sent to the treasury department and the other serves as 
the check register. Any mutilated check must be corrected by a machine 
entry on the carbon copies and the new check written in the usual man- 
ner. When we installed this system, there was considerable opposition 
to the plan because of the work involved in making a correction. (Pre- 
viously it had been a simple matter to take an unnumbered check and 
replace the mutilated one.) However, after the changeover was made, 
we found that there was a steady decline in the number of errors on 
checks. In other words, we achieved better internal control and im- 
proved efficiency in the same move. 


The check is signed by the auditor of disbursements and the trea- 
surer with all vouchers attached so that any item may be readily chal- 
lenged. The check register is passed to the calculating unit for verifica- 
tion of the daily total and then sent directly to the general bookkeeping 
unit for bank reconciliation purposes. All checks honored by the bank 
are received intact by the general bookkeeping unit. The reconciliation 
of the vouchers payable at the end of each month is made by the tabu- 
lating unit. All cash received is deposited by the treasury department, 
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and the general bookkeeping unit makes the distribution from copies of 
remittance advices accompanying the cash receipts. You will note that 
our control of cash is designed to follow the plan of organization pre- 
viously outlined. 


ACCOUNTS RECEIVABLE CONTROL 


The accounts receivable ledgers are a responsibility of the account- 
ing department, while the collection of the accounts is a responsibility 
of the treasury department. The actual credit entries resulting from cash 
receipts are made by the general bookkeeping unit; this precludes the 
possibility of the person receiving the cash of making a diversion 
through control of the entries. The authority to charge off accounts be- 
cause of non-collectibility rests jointly with the accounting and treasury 
departments. 


MERCHANDISE STOCKS INVENTORY CONTROL 


Perpetual inventory records of quantities are maintained and these 
are checked against the physical inventories by cycle inspections. These 
inventories are taken by the material unit, which is a part of the ac- 
counting department. Differences are analyzed and it takes executive 
approval by the operating departments for any write-off. Summaries in 
total of these write-offs appear in the regular monthly operating state- 
ments. 


You will note that I referred to the perpetual inventories in terms 
of quantities and made no reference to the monetary value. Our theory 
in this connection is that we will account for all quantities through the 
point of passing title to an outside party, at which time we will make 
sure that the correct unit price is used in the billing. To us it is more 
important to know that we are short one item than it is to know that 
the inventory was reasonably close in monetary value without any 
knowledge of whether or not every item was accounted for. 


Each year we prepare an account of stocks of all liquid products. 
This statement was added a few years ago because of the complexity 
of an integrated company wherein we are producing and purchasing 
crude oil, blending stocks and finished products, By making such an 
account of stocks, we are able to satisfy ourselves that all internal move- 
ments are accounted for by the receiving point. 


FIXED ASSETS CONTROL 

Many a business carefully controls postage stamps but does not 
check the physical existence of fixed assets which often constitute the 
largest item on its balance-sheet. How can quantitative control of fixed 
assets be achieved without needless clerical expense? 
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The first step is to maintain a perpetual inventory of fixed assets 
that can be controlled without unreasonable clerical expense. Mere 
voucher references under general headings which group many items 
are not sufficient. Such property records place the emphasis on the 
amount of money and not on quantitative control. Visualize the prob- 
lem in the same light as perpetual inventory of merchandise stocks. 
The form will vary to a certain extent because there are relatively few 
withdrawals, but basically the problem is the same. 


The second step is to maintain cycle physical inventories to check 
on the accuracy of the property record. As in the case of merchandise 
stocks, periodic check of perpetual inventory is much better than taking 
a complete inventory at the close of the fiscal period. Such large-scale 
inventories are usually susceptible to numerous errors because they are 
prepared hurriedly and with inexperienced personnel. If the work is 
spread out over the entire accounting period, it can be done by an ex- 
perienced crew that will verify the perpetual inventory record. Then 
the book inventory of the fixed assets will be as reliable as the book 
inventory of the raw materials at the close of the accounting period. 


The third step is to reconcile differences between physical inven- 
tory and book inventory. This involves the same technique used in the 
case of merchandise stock. In-transit items must be taken into account. 
Proper control is expedited if the head of the inventory unit is a quali- 
fied accountant so that the results of the inventory will be correctly in- 
terpreted. 


After achieving quantitative control, what about the use of esti- 
mated costs? Perhaps the fixed asset was acquired on a turn-key job. 
If it was, it has to be broken down into the terms by which it is going 
to be controlled. Estimates are entirely satisfactory and we have no 
hesitation in using them to record partial retirements of fixed assets as 
far as the amount of money attributable to each item is concerned. As 
a matter of fact, you may be able to save considerable clerical expense 
if you will minimize the importance of the money with respect to the 
control over the physical asset. 


ACCOUNTS PAYABLE CONTROL 


In general, the duties of the purchasing agent should be to procure 
the required materials at the required time and at the best price. If there 
are any purchasing agents among the readers, I am sorry for making 
the definition as simple as that but it is my opinion that the duties 
should stop at that point instead of the purchasing agent receiving the 
invoices from the vendor and obtaining the receiving reports from the 
field. If the purchasing agent will send the accounting department's 
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copy of the purchase order to the accounts payable unit of the account- 
ing department, the vendor to send the invoices directly to the accounts 
payable unit, and the field to send the receiving reports directly to the 
accounts payable unit, then I believe that adequate internal control will 
be obtained. With such a system, it would take the collusion of the pur- 
chasing agent, the man in the field, and the vendor in order to have 
fraudulent purchases. Without such a system I doubt if you would 
relinquish much more internal control, if you were to proceed with 
the next step and let the purchasing agent issue the checks to the ven- 
dors. 


Of course, at some point in your system it is necessary to trust cer- 
tain individuals and perhaps one of the most important audits that 
can be made is an audit of the personnel before they are hired. We 
hear so much about the scientific methods of aptitude tests to determine 
the nature of the work and the skill for a particular job. I, for one, 
would like to learn more about scientific methods of testing for loyalty 
and honesty before placing an individual on a particular job. If this is 
not important, then why did a large mail order house hire an FBI agent 
as comptroller a few years ago? It seems as though each individual 
has his own definition of honesty. One person would never take 3¢ in 
cash from the petty cash box but the same individual would not hesi- 
tate to take a 3¢ stamp from the company to mail a personal letter. 
Another person would not take 60¢ in cash from the petty cash drawer 
but his conscience would not bother him to take a box of lead pencils 
from the stationery room. What relationship do these remarks bear to 
the internal control of paying for products and services? Simply this— 
the purchasing agent must be loyal and honest in accordance with your 
definition and then we should remove as much temptation as possible 
from his path. The three-way check on purchases is the best method of 
which I have knowledge to remove the temptation. 


In one company for which I worked and where we changed the 
system to establish the three-way check on purchases, considerable re- 
sistance was met. That is normal. Shortly after the change a member of 
the purchasing department called, wanting to know when certain ven- 
dors were going to be paid on certain invoices. He was to!d to tell the 
vendor to call the accounting department directly, which the vendor 
never did. We became suspicious and decided to run a test check on the 
particular vendors which the purchasing department mentioned, the 
check consisting of deliberately delaying the payments to these vendors 
to see what would happen. The vendors never called or wrote concern- 
ing the delay, but the member of the purchasing department called and 
consistently received the same instructions, to have the vendors call the 
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accounting department. What we uncovered was the fact that the mem- 
ber of the purchasing department had made a deal with the vendors 
for a personal commission, but the vendor agreed to pay him only when 
he received payment. The purchasing department’s interest in the rapid 
processing of certain invoices was prompted by his desire to get his per- 
sonal commission as soon as possible. 


Such an outlined procedure would not take care of all purchases for 
companies having a scattered operation. In the daily routine of getting 
the job done in the field, it becomes necessary to make emergency pur- 
chases. Often the practice is for the employee to get the materials, secure 
the invoice from the vendor and then make a confirming requisition, 
from which the purchasing department prepares a confirming purchase 
order. The confirming requisitions and confirming purchase orders 
appear to be a waste of time and money, and do not add to the internal 
control. As a matter of fact, such a system has little, if any, internal 
control. A different approach can be made by analyzing the nature 
of these transactions and then establishing a practical system of control 
at minimum expense. First of all, let us look at the facts in terms of 
our desired three-way check on purchases. In this instance, the purchas- 
ing function has been delegated to the person receiving the material. 
If such a procedure is necessary to operate properly in the field, then 
we cannot deny that such a delegation has occurred. That means that 
two points of the three-way check have been combined in order to 
operate efficiently. However, the delegation of the third point of the 
three-way check, namely that of the independent check of the vendor's 
invoice, should not be delegated to the field. Otherwise, the same line of 
reasoning could be used as in the case of the purchasing department 
matching invoices, receiving reports and purchase orders. You might as 
well delegate the responsibility for writing the checks to the field repre 
sentative making the purchase. We have issued the following instruc 
tions to all vendors from whom we are making emergency purchases in 
the field: 


1. Furnish two copies of the delivery ticket to the individual re 
ceiving the materials. 


i) 


Send invoices covering such deliveries directly to the accounts 
payable unit. 


The theory in the procedure is this—the purchase order is oral and 
nothing is added by insisting that our representatives reduce it to writ- 
ing when the vendor has to do the same thing when he prepares the 
delivery ticket. Therefore, we construe a copy of the delivery ticket 
signed by our representative and forwarded by him to the accounts pay- 
able unit as a purchase order. Inasmuch as this agrees with the facts, re- 
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writing of the delivery ticket by our representative in the form of a con- 
firming requisition adds nothing. However, if you are reluctant to elim- 
inate both the confirming requisition and the confirming purchase order, 
you might take one step at a time and eliminate the confirming pur- 
chase order. Then the independent demand for payment directly from 
the office of the vendor to the accounts payable unit in the form of the 
invoice makes it possible to have a two-way check on purchases. Some 
objection to this procedure may be met, particularly in insisting that 
the invoices be sent directly to the accounting department and not to the 
field representative. This may well be due to the fact that the purchase 
has been made without regard to price, and the field representative 
wants the invoice to show what price he should place on the copy of the 
delivery ticket. The ascertainment of the price to be placed on the deliv- 
ery ticket is not sufficient reason to give up the two-way check between 
the office of the vendor and the approved delivery ticket, checked by an 
independent third party in the form of the accounts payable unit. This 
method of procuring materials in the field carries some risks but in 
any business you have to assume some risks. That doesn’t mean, how- 
ever, that we cannot close the door to the possibility of a field represent- 
tive making emergency purchases over an extended period of time with- 
out some element of independent control. 


CONCLUSION 


The foregoing discussion did not attempt to complete the entire 
picture of internal control through system design, but merely to give 
you a few examples with the thought of illustrating the pattern. 
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ARTICLES OF INTEREST 
TO INTERNAL AUDITORS 
BRUNO VOLLPRECHT, Assistant Editor, directs 


attention to the following Articles of Inierest 


Internal Auditing Developments in the Air Force 


LOUIS N. TEITELBAUM, Chief, Research and Plans Division, 


Auditor General, U.S.A.F. 
Published in the Accounting Review, July 1954 


Mr. Teitelbaum, the author of this article is a member of the Phila- 
delphia chapter of Tue Instrrure. One finds in this article a des- 
cription of how one department of our government, the Air Force, 
makes use of internal auditing, how closely internal auditing in the 
Air Force parallels that of private industry, and how internal audit- 
ing principles are being applied to Air Force operations. 


At the outset, the author reviews briefly the development of the 
internal audit departments of the Air Force during World War II 
and since the Air Force became an autonomous department in 1947. 
It is interesting to note that during its brief existence, as the 
author points out, independence of the internal auditor has always 
been a basic characteristic. 


Although one can trace early beginnings of internal auditing in the 
Air Force back to 1942, it was not until 1949, the author points out, 
that internal audit concepts were applied. In that year the positions 
of Comptroller in the Defense Department and a Comptroller in 
each of the departments were created and charged with responsi- 
bility for internal auditing. The author states that much progress 
has been made in applying internal audit principles to Air Force 
requirements. 


Continuing, Mr. Teitelbaum describes some of the activities of the 
Air Force internal auditor. He states that his principal audit activi 
ties are as follows: (1) reviews and appraisals of procurement (pur 
chasing) activities of the Air Force; (2) audits of procurement con- 
tracts and subcontracts with private industry; and (3) audits and 
appraisals of various accounts and financial transactions at U.S.A.F. 
installations. He discusses in detail each of these functions, giving 
audit objectives and the types of audit reports submitted. 

Lastly, the author outlines some of the current and future develop 
ments in the Air Force internal audit program. He cites the work 
of the Research and Plans Division in the Office of the Auditor 
General; the objectives of this organization and the research pro 
jects being undertaken to increase the effectiveness of Air Force 
internal audit activities. 


The New Science of Records Management 


ROBERT A. SCHIFF and ARTHUR BARCAN, members 


National Records Management Council 


of the 


Published in The Harvard Business Review, September - October 


1954 


In this article the authors discuss the potentialities of records man- 
agement emphasizing some of the scientific controls that a business 
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can use in order to reduce costs of paper work and records keeping. 
At the outset the authors state that records management encom- 
passes the following three scientific controls: 

“1. Records ‘birth control’ which prevents unnecessary forms 
and reports from coming into being, and limits record mak- 
ing to what is essential for effective operations.” 
Record-keeping controls, which destroy the papers that have 
outlived their usefulness, and insure easy reference to and 
location of required records.” 


“3. Record-processing controls, which streamline the system, 
cut costs, and improve the quality of recuired paper work.” 


Consideration is then given to what constitutes a records manage- 
ment program: program objectives; its cost and its benefits. The 
role of specialists trained in records management and who are 
called in by a company to assist to get the program going is also 
discusssed as is the role of company executives. 


An interesting feature of this article are the records retention 
schedules which supplement the text. Records for retention pur- 
poses are classified under three categories: (1) legal requirements 
of four regulatory bodies: (2) comparable data of other companies 
in the same industry; and (3) the company’s own experience. 


The Planning and Control Concept 


JAMES L. PEIRCE, Vice President and Controller, A. B. Dick Com- 
pany 
Published in The Controller, September 1954 


In this article, Mr. Peirce delineates further the modern concept of 
management and control. He defines planning and control, placing 
each in its proper sphere of action. With respect to the control 
aspect, he offers the following formula upon which the control 
process is based: 

1. The adoption of a plan 

2. Reporting actual performance as compared with the plan 
3. Making decisions and taking action. 


Mr. Peirce explains in detail each of the three principles describing 
how each is applied as part of the control process. Under the first, 
he discusses the form in which the planning is to be stated, how the 
plan is to be constructed, and what the plan should cover. The sec- 
ond component of the formula, reporting on performance requires, 
the author points out, meaningful reports if the operation is to be 
controlled. Also, adequate reporting facilitates the making of deci- 
sions. 


Lastly, the author discusses the assigning of responsibility for the 
planning and controlling process. He cites the president’s responsi- 
bility, the controller’s responsibility, and that of each manager or 
supervisor in charge of a unit of the business; he ascribes to each 
certain aspects of the control function stating that each must con- 
tribute if over-all operations of a business are to be effectively 
controlled. 


Work Measurement Procedures 
RALPH A. MARTIN, Controller, Standard Oil Company (Ohio) 
Published in The Controller, September 1954 


Mr. Martin describes here how one company is tackling the prob- 
lem of mounting accounting costs. The approach used by this com- 
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pany, the author states, encompasses controlling the cost of ade- 
quate accounting costs. Management in its approach gave recogni- 
tion to the principle that “adequate control of accounting costs de 
pends primarily on having qualified employees who can do the 
required job and having the right number of qualified employees.” 


Aside from instituting a program designed to develop qualified 
employees, the company initiated also studies of work measurement 
which they call the Sohio Work Analysis Program. Mr. Martin 
describes fully what the program comprises and just how it was im- 
plemented in his company. Basically, the program involves three 
phases: (1) the preparation of process flow charts of all clerical 
routines; (2) the timing of each operation using previously de- 
termined Standard Unit Time factors; and (3) ascertaining the 
volume of operations during a typical month. In any such com 
pany program of scientific planning and control, Mr. Martin points 
out, success or failure depends upon employee cooperation, he des 
cribes how in his company the program was presented to the em- 
ployees, and how their cooperation was gained. 


The author discusses also some of the accomplishments of Sohio’s 
work measurement program and the value of work measurement as 
a tool of management. While the program at this writing is only 
half completed, benefits are already being realized; and he points 
out that some of the more noteworthy results have been a more 


even distribution of work and a more effective utilization of clerical 
help. 


Subject: Electronics In Business 


By: EVERETT S. CALHOUN, Manager of Electronic Data Processing 
Research, Stanford Research Institute 


Published in Retail Control, Summer 1954 


Mr. Calhoun discusses here some of the practical applications of 
electronic equipment to clerical procedures attendant upon mer- 
chandising. He reviews the principles of electronic machines in 
relation to data processing; he describes some practical applications 
already in use; he names specific companies which have installed 
electronic equipment together with its application. Consideration is 
given throughout to further possibilities of utilizing electronic data 
processing equipment in certain areas of retailing. More specifically, 
he points out that accounts receivable and credit authorizations 
afford good possibilities. Likewise, the handling of stock inventory 
records and the handling of sales slips lend themselves to automa 
tion. With the advent of high speed electronic printers, the further 
application to customer billing, check writing, accounts payable 
and payroll may well be in the offing. 


Subject: Profit Assurance Through Cost Reduction 


By: ANTHONY A. KASPER, Budget Director and Assistant to Executive 
Vice-President, Square D Company 


Published in Cost and Management, September 1954 


In this article, the author describes his company’s approach to cost 
control and cost reduction through the use of forecasts and integrat 
ing budgets: he outlines the technique used; the procedures em 
ployed; and the results obtained. 


Mr. Kasper discusses fully how his company uses the annual fore 
cast as a tool to obtain an overall prediction of results from opera- 
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tions. Based on the forecast a review of areas of operations will 
indicate opportunities for cost reduction and for improvement of 
cost control. The author describes also the role of management in 
implementing the program. 


Centralization vs. Decentralization In Organizing The Controller's 
Department: A Research Study and Report Prepared for Controller- 
ship Foundation, Inc. 


H. A. SIMON; H. GUETZKOW; GEO. KOSMETSKY; and GOR- 
DON TYNDALL of the Graduate School of Industrial Administra- 
tion, Carnegie Institute of Technology. 


Published by the Controllership Foundation, Inc. 1954 


This book represents the results of a research project which engaged 
in considering and studying the problem of centralization and de- 
centralization of the controller's department in multi-plant firms; 
and it is a summary of findings and conclusions with respect to the 
organization of the controllership function. The subject matter, 
internal organization, is reviewed briefly in the first chapter and 
the research methods used in the course of the project are described. 
Succeeding chapters deal thoroughly with the organization problem 
under the following categories: 


Posing The Problem of Organization 
The Use of Figures By Management 


Organization For Controllership Service: Centralization, De- 
centralization 


Organizing Accounting For Factories and Sales Functions 


The Development of Accounting Personnel 
Each chapter discusses the group’s findings, conclusions, and appli- 
cations in a succinct yet thorough manner. 


(106 Pages — Price $6.00) 


Generally Accepted Auditing Standards: Their Significance and 
Scope. A Special Report by the Committee on Auditing Procedure. 


Published by the American Institute of Accountants, 1954 


This booklet is a new edition of an earlier report, entitled Tentative 
Statement of Auditing Standards — Their Generally Accepted Sig- 
nificance and Scope, issued by the American Institute’s Commit- 
tee on Auditing Procedure in 1947. The foreword to the new edition 
states that except for giving effect to a statement on the clarifica- 
tion of accountants’ reports when opinion is omitted, there have 
been no other changes in substance from the earlier report. The 
booklet deals solely with generally accepted auditing standards 
which are enumerated and discussed under the following categories: 
general standards; standards of field work; and standards of report- 
ing. 
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